University of Mississippi

eGrove
Touche Ross Publications

Deloitte Collection

1-1-1972

Interpretations of APB opinions 16 and 17:
Business combinations and intangible assets;
Touche Ross & Co.;

Follow this and additional works at: https://egrove.olemiss.edu/dl_tr
Part of the Accounting Commons, and the Taxation Commons
Recommended Citation
Touche Ross & Co.;, "Interpretations of APB opinions 16 and 17: Business combinations and intangible assets;" (1972). Touche Ross
Publications. 780.
https://egrove.olemiss.edu/dl_tr/780

This Article is brought to you for free and open access by the Deloitte Collection at eGrove. It has been accepted for inclusion in Touche Ross
Publications by an authorized administrator of eGrove. For more information, please contact egrove@olemiss.edu.

INTERPRETATIONS
OF

APB OPINIONS 16 AND 17

Business Combinations and Intangible Assets

Touche Ross & Co.

INTERPRETATIONS
of

APB OPINIONS 16 AND 17
PREFACE
This booklet contains a series of questions and answers that
interpret the provisions of APB Opinions 16 and 17 on business
combinations and intangible assets. The "rulebook" nature of
these Opinions (which became effective Nov. 1, 1970) causes the
questions: It is important, therefore, that careful attention be
given to these "rules," to avoid undesired and, perhaps, unexpected consequences in accounting for a business combination.
The spirit of the Opinions should be observed when situations
are encountered which do not clearly fit the wording of the Opinions.
The answers given here are intended to respond to this spirit.
The language favors poolings, perhaps. When discussing poolings, phrases which apply conceptually to purchase accounting,
such as "acquiring company" or "acquired company," are used.
Such phrasing is for convenience. The characteristics of a particular business combination will identify whether pooling or
purchase accounting must be used.
The booklet incorporates questions and answers previously
published in the AICPA Journal of Accountancy (identified as "J
of A" with the publication date) as well as questions and answers
developed by Touche Ross in practice. As has become customary
practice, we have also shared experiences with other major firms.
The number to the left of each topic refers to the appropriate APB
Opinion paragraph number and question number. Opinion 17 paragraph numbers are marked by a 17. The material is arranged in
paragraph order number; however, many questions and answers
have cross references, printed in italic type, to other Opinion
paragraphs.
An alphabetical index of key words and phrases is included
at the end of the questions and answers. A cross reference index
is also provided.
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5.1 Entities Under C o m m o n Control in a
Business Combination
Q.

(J of A, 12/71) Paragraph 5 of APB Opinion 16 states
that the provisions of the Opinion should be applied as a
general guide in a business combination involving one
or more unincorporated businesses.

46.a

Paragraph 46.a requires that each company in a pooling be
autonomous and have not been a subsidiary or division for
two years prior to initiation (or since 10/31/70 if less than
two years). How does the Opinion apply to a combination
involving one entity controlled by one or a few individuals
who control several other entities?

A.

A proprietorship or a partnership may be a party to a
business combination accounted for under APB Opinion 16
as stated in the first sentence of paragraph 5. Many of these
entities are very similar, except for legal form of organization, to a closely held corporation. Often a single
individual may own one or more proprietorships and
also may own the controlling interest in one or more
corporations and in addition may have an interest in one
or more partnerships.
Considerable judgment will usually be required to determine the substance of a combination involving one (or
more) of several companies under common control. For
example, it may be necessary to look beyond the form
of the legal organizations to determine substance when
an unincorporated business or a closely held corporation
owned by one or a few individuals who also control
other entities is involved since the dividing lines may
not be as "sharp" as they would be in publicly held
corporations with wide ownership interests.
An individual who owns two separate businesses organized as corporations theoretically is a "parent" with
two "subsidiaries." The same would be true if the businesses were organized as two proprietorships or as one
proprietorship and one corporation. To apply paragraph
46.a to a combination involving one of these businesses,
however, the relationship between the two businesses is
more important than the fact that each business is theoretically a subsidiary, because paragraph 46.a precludes
fragmenting a business and pooling only a part of the
business. The following examples demonstrate these
points.
If both businesses are grocery stores, a combination involving only one business should presumably be accounted
for as a purchase because the two stores presumably are
part of a single kind of business and the two separate legal
organizations should be ignored. On the other hand, if one
business is a grocery store and the other is an automobile

3/31/72

47.b
43

dealership, a combination involving only one business would
be accounted for as a pooling of interests if all other conditions of paragraphs 46-48 are met because the individual
is operating two unrelated businesses. In these examples, a
"line of business" is an indicator of a single business.
Also, a combination involving two or more businesses owned
by one individual must be accounted for by a single method.
For example, if both the grocery store and the automobile
dealership are to be combined with another unrelated
company, one could not be a purchase and the other a
pooling. (Paragraph 47.b discusses a combination of
more than two companies and paragraph 43 states the
two methods are not alternatives in accounting for the
same combination.)
In general, the same guidelines apply to a business with
a few owners rather than an individual owner. They
would apply, for example, to two partnerships having
the same partners, two closely held corporations having
the same stockholders, or to a partnership and a closely
held corporation whose stockholders are the partners
in the partnership. If the various individuals are all
members of one family, the effect may be the same
(but is not always the same) as if there were only an
individual owner rather than several partners and/or
several stockholders.
Because the ratios of ownership of the different businesses may differ or the ownership groups may overlap
but be different, several owners of different businesses
create complexities which are not present if there is
a single owner. Because of the diversity of the situations which might be encountered in practice, stating
guidelines beyond those given above is impossible.

5.2 Brother-Sister Mergers
Q.

Does Opinion 16 apply to brother-sister
that merge?

corporations

A.

The term "business combination" excludes a transfer
of net assets or exchange of shares between companies
under common control. Thus, it does not come under
the provisions of Opinion 16. Of course, such combinations have accounting similar to that used in poolings,
but they are not technically poolings.
Notes to financial statements should not refer to the
term "pooling of interests" or "purchase accounting"
when describing the accounting for transactions not
considered to be business combinations.

2
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5.3 Acquistion of Minority Interest
Q.

(J of A, 12/71) How should a corporation account for
the acquisition of all or part of the minority interest
of a subsidiary?

A.

Paragraph 5 of APB Opinion 16 states, "The acquisition of some or all of the stock held by minority
shareholders of a subsidiary is not a business combination, but paragraph 43 of this Opinion specifies
the applicable method of accounting." Paragraph 43
states that the acquisition of some or all of the stock
held by minority stockholders of a subsidiary — whether
acquired by the parent, the subsidiary itself, or another
affiliate — should be accounted for by the purchase
method. Thus, purchase accounting applies when (a) a
parent exchanges its common stock or assets or debt
for common stock held by minority shareholders of
its subsidiary, (b) the subsidiary buys as treasury
stock the common stock held by minority shareholders,
or (c) another subsidiary of the parent exchanges its
common stock or assets or debt for common stock
held by the minority shareholders of an affiliated subsidiary.

43

46.b

99

In addition, paragraph 46.b precludes pooling when
the combining companies hold as intercorporate investments more than 10 percent of the outstanding
voting common stock of any combining company (except
when paragraph 99 applies, as discussed later). Therefore, pooling is precluded in the exchange by a subsidiary
of its common stock for the outstanding voting common
stock of its parent (usually referred to as a "downstream
merger"). Instead, purchase accounting applies and the
transaction should be accounted for as if the parent had
exchanged its common stock for common stock held by
minority shareholders of its subsidiary. (Whether a
parent acquires the minority or a subsidiary acquires
its parent, the end result is a single shareholder group,
including the former minority shareholders, owning the
consolidated net assets.) The same would be true if a
new corporation exchanged its common stock for the
common stock of the parent and the common stock of
the subsidiary held by minority shareholders.
An exception to the requirement for purchase accounting
in the acquisition of a minority interest may exist in
some rare cases under paragraph 99. This paragraph
permits pooling accounting to be elected on a "grandfather" basis under certain conditions, one condition
being a combination in which one corporation owns no
more than 50 percent of the voting common stock of
the other combining company. Since a parent company
may control a subsidiary even though the parent owns
3/31/72
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less than 50 percent of the subsidiary's voting common
stock (e.g., by owning voting preferred stock in addition
to voting common stock — see paragraph 2 of ARB 51),
the exchange by the parent of its voting common stock
for the voting common stock of the subsidiary owned
by outsiders could qualify for pooling accounting.
However, it should be noted that paragraph 99 would
require the parent to allocate the excess of the cost
of its previously existing investment over its proportionate equity in the subsidiary's net assets to the
subsidiary's identifiable assets (and to goodwill, if any)
based on fair values at the consummation date.
TR NOTE: We would interpret that the acquisition of
shares of a dissenting shareholder, if 10 percent or
less, for cash or consideration other than common stock
is not the acquisition of a "minority interest of a subsidiary" as contemplated by this interpretation.
See
paragraph 43, "Acquisition of Minority Interest — Dissenting Stockholders."

5.4 Applicability to Cooperatives
Q.

Can two cooperatives, or a corporation and a cooperative, account for a business combination as a pooling
of interests, even though they do not have conventional
voting common stock?

A.

While the Opinion does not specifically discuss the
combination of corporations with unincorporated businesses, paragraph 5 indicates that the provisions of
the Opinion should be applied as a general guide. While
this paragraph does not specifically refer to cooperatives, there is no question that they are covered.
The conditions for use of the pooling accounting method
must be effectively met in order to treat a cooperative
merger as a pooling. While all pooling criteria are
applicable, substitute or counterpart measurements
will be required to recognize the difference in entities;
there should be no waiver of any requirements.

38.1 Continuity of Management
Q.

Is continuity of management still a criterion for pooling of interests?

A.

The absence of management of the acquired company
would not, of itself, invalidate a pooling. The crucial
point is the combination of stockholder interests.

43.1 Acquisition of Minority Interest-Dissenting Shareholder
Q.
4

If a company acquires 95 percent of the voting common
stock of another company in a combination eligible for
3/31/72

pooling of interests accounting, what method of accounting should be followed if the minority interest is acquired
subsequent to the date of consummation?
A.
47.b

47.g

The acquisition of an existing minority interest should
be accounted for by the purchase method. However,
the acquisition of fractional shares, shares held by
dissenting stockholders or the like, provided for in
the plan of combination, is not considered to be the
acquisition of a minority interest to be accounted for
under the purchase method, but rather a part of the
pooling transaction. (It is also not deemed to be an
unresolved contingency under paragraph 47.g.) In such
a situation, the debit for consideration other than voting
common should be charged to capital accounts when
recording the pooling transaction.

46.a.1 "Two-Year" Provisions at Effective Date
Q.

47.c

A.

(J of A, 4/71) Paragraphs 46.a and 47.c of APB Opinion
16 specify conditions to be met for two years prior to
the initiation of a business combination which is to be
accounted for by the pooling of interests method. Since
the Opinion applies to combinations initiated after
October 31, 1970, must the conditions of paragraph
46.a (each company is autonomous) and paragraph 47.c
(no changes in equity interests) be met for a combination
initiated in November 1970 to be accounted for by the
pooling of interests method?
No, a corporation which has had a change in the equity
interest in its voting common stock or which was a
division that was spun-off as a separate corporation
prior to November 1, 1970 could be a party to a business
combination initiated on or after that date and meet
the conditions for accounting by the pooling of interests
method without regard to the two-year period.
TR NOTE: These "two-year tests" pertain to the
following areas: 1) autonomy,
2) exchanges by the
acquired company of its voting common stock for
other of its equity or debt securites prior to initiation
of the business combination, 3) changes of equity interest
in contemplation of the combination and 4) acquisition
of treasury stock. Since the Board did not intend to
require retroactive application, these tests should be
considered as going back only to November 1, 1970 at
the earliest.

46.a.2 Wholly Owned Subsidiary
Q.
3/31/72

(J of A, 9/71) Paragraph 46.a of APB Opinion 16 states
that a wholly owned subsidiary may distribute voting
5

common stock of its parent corporation in a "pooling"
combination if its parent would have met all of the
conditions in paragraphs 46-48 had the parent issued
its stock directly to effect the combination. As a
practical matter, a parent may be unable to own all
of a subsidiary's stock. State laws generally require
a certain number of the directors of a corporation to
own some of the corporation's shares, so a parent
would not legally own a few "qualifying directors'
shares" registered in the names of "inside" directors.
Also, even though a parent attempts to purchase all of
a subsidiary's shares owned by outsiders, a few shareholders may never be located and others may refuse
to sell their shares for a reasonable amount. If a
parent company owns substantially
all of the outstanding voting stock of a subsidiary, will the subsidiary
be considered "wholly" owned for purposes of applying
paragraph 46.a?
A.

47.b

6

Yes, a subsidiary is considered "wholly" owned under
paragraph 46.a if its parent owns substantially all of
the subsidiary's outstanding voting stock. The subsidiary
may therefore "pool" with another company by distributing the parent company's voting common stock if the
parent would have met the conditions of paragraphs
46-48 in a direct issuance.
What constitutes "substantially all" of a subsidiary's
voting stock will vary according to circumstances.
Generally, the shares not owned by the parent would
be expected to be an insignificant number, such as
qualifying directors' shares. A parent might also be
considered as owning "substantially all" of a subsidiary's voting stock if the parent had attempted to
buy all of the stock but some owners either could not
be located or refused to sell a small number of shares
at a reasonable price. In no case, however, would less
than 90 percent be considered "substantially all" (see
paragraph 47.b) and generally the percentage would be
expected to be much higher.
The reason for using the subsidiary as the combining
company would also be important in determining if
"substantially all" of its voting stock is owned by the
parent. A parent would be expected to own all but a few
of its subsidiary's shares, other than qualifying directors' shares, in a combination in which either the
parent or subsidiary could engage if the parent is to
be considered as owning "substantially all" of its
subsidiary's voting stock. A somewhat greater percentage of outside owership would be acceptable in a combination between a subsidiary authorized to operate in
a state where the parent is not authorized to operate
and another company operating in that state. An even
3/31/72

larger outside ownership (but not more than 10 percent)
would be acceptable in a regulated industry (where a
subsidiary in the industry but not its parent outside the
industry — could combine with another company in the
industry) when a subsidiary engages in a combination
that its parent could not undertake directly.

46.a.3 "Grandfather" for Subsidiaries
Q.

(J

of A, 11/71) Paragraph 46.a of APB Opinion 16
prohibits use of pooling accounting for a business
combination initiated after October 31, 1970 (the
effective date of the Opinion) which involves an entity
which was a "subsidiary." However, notes to the Opinion
state the Opinion is not intended to be retroactive.
Paragraph 46.a appears to impose a retroactive effect
on subsidiaries with significant minority interests that
may have been sonsidering engaging in pooling combinations. Was this intended?

A.

Paragraph 46.a was not intended to have the retroactive
effect described above. Subsidiaries which had a significant outstanding minority interest at October 31, 1970
may take part in a pooling combination completed within
five years after that date providing the significant
minority also exists at the initiation of the combination.
In addition, the combination must meet all of the other
pooling conditions specified in paragraphs 46 through
48 both directly and indirectly (i.e., the parent company
cannot take actions on behalf of the subsidiary that the
subsidiary could not take itself).
For purposes of this Interpretation, a significant minority
means that at least 20 percent of the voting common
stock of the subsidiary is owned by persons not affiliated
with the parent company.

99

This "grandfathering" is consistent with paragraph
99 of the Opinion and applies both to combinations
where the subsidiary with a significant minority interest
is the issuing corporation and those where it is the
other combining company. However, it does not permit
a pooling between a subsidiary and its parent.

46.a.4 Pooling by Subsidiary of Personal Holding Company
Q.

3/31/72

(J of A, 12/71) A single individual may control other
corporations (for federal income tax reasons) through
a personal holding company. Paragraph 46.a of APB
Opinion 16 requires that each company in a pooling be
autonomous and has not been a subsidiary or division
for two years (or from 10/31/70 to initiation date if
less than two years) prior to the initiation of a combination. Does this preclude a pooling by a corporation
which is controlled by a personal holding company?
7

A.

The legal form may sometimes be ignored in a combination involving a subsidiary of a personal holding
company. Under paragraph 46.a, a personal holding
company is technically a parent corporation and the
corporations it controls are technically subsidiaries.
In many cases, a parent-subsidiary relationship does
in fact exist and should be considered as such in applying
paragraph 46.a if the personal holding company or any
of its subsidiaries is involved in a business combination.
In other cases, a personal holding company is a convenience established for federal income tax reasons
and the various "subsidiaries" are in fact operated
by the "owners" as if the personal holding company
did not exist. In a combination involving such a "subsidiary," the personal holding company may be disregarded and the various "subsidiaries" considered
autonomous in applying paragraph 46.a. However, the
guidelines described in the Accounting Interpretation
titled, "Entities Under Common Control in a Business
Combination" should be applied in determining the
appropriate method of accounting for the combination
and all other conditions of paragraphs 46-48 must be
met in a pooling.

46.a.5 Pooling with Previously Bankrupt Company
Q.

Is pooling of interests acounting appropriate for a
combination involving a corporation which has been
reorganized under Chapter 10 bankruptcy proceedings
since October 31, 1970.

A.

Bankruptcy proceedings under Chapter 10 qualify as
orders of a judicial body and pooling is permitted for
otherwise autonomous segments resulting from such
proceedings or for the entire company.

46.a.6 Acquisitions by Foreign Subsidiaries

8

Q.

Assuming all other conditions are met, can an acquisition be pooled if the acquiring company is a foreign
subsidiary of a U. S. parent and the subsidiary's
shares are issued as the consideration?

A.

Paragraph 46.a states that each of the combining
companies must be autonomous and may not have been
a subsidiary or division of another corporation within
two years (or from 10/31/70 to date of initiation if
less than two years) before the plan of combination is
initiated, except that a wholly-owned subsidiary may
distribute voting common stock of its parent corporation
provided such parent itself meets all the pooling conditions. Since in the above described combination the
foreign subsidiary's shares are issued, pooling treat3/31/72

ment is precluded. Because of certain foreign goverments' restrictions on the acquisition of stock of U. S.
companies by nationals, poolings of foreign acquisitions
by U. S. companies will not be frequent.

46.a.7 Issuing Parent Company Voting Common Stock
by a Wholly-Owned Subsidiary
Q.

Paragraph 46.a allows a wholly owned subsidiary to
issue parent company voting common stock provided
the parent company would meet all the pooling conditions
had it issued its stock directly to effect the combination.
Does this apply only to newly issued voting common of
the parent or could the subsidiary first acquire the
parent's stock from existing shareholders and then
issue this stock in a pooling of interests business
combination?

A.

Use of parent company voting common stock by a
wholly-owned subsidiary is permitted since the combination is viewed as being between the parent company
and subsidiary taken as an autonomous group, and the
combining company. Since this is the case, parent
company voting common stock held by a subsidiary
becomes treasury stock to the autonomous group in
consolidation. Where the quantity is material (see 47.d.2),
treasury stock acquired from existing stockholders
for the expressed purpose of use in a pooling of interests
business combination is not permitted by paragraph 47.d
and the business combination would have to be accounted
for as purchase. This also would be a violation of
paragraph 47.c if it took place either in the two years
before initiation (or from 10/31/70 to initiation date if
less than two years) or between initiation and consummation, since it would involve a change of equity
interest in contemplation of effecting the combination.
Accordingly, only newly issued voting common stock
of the parent company can be used by a subsidiary in
a pooling of interests business combination.

47.d
47.c

46.a.8 Effect of Purchasing a Subsidiary or Division
Q.

If a company acquires a subsidiary not eligible for
pooling accounting or division of another company,
does this mean that the acquiring company cannot
have a pooling for two years?

A.

This question suggests that a purchase of a division
or subsidiary, perhaps of significant size in relation
to the purchaser, transfers to the purchaser the attributes of having been "a subsidiary or division of another
corporation." We do not believe this was intended. Thus,
if Company A purchases a division of another company

3/31/72
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and combines the operation of that division with its
own operations, it still can have pooling accounting for
another acquisition, assuming all other pooling conditions
are met.

46.a.9 Notification to Stockholders
Q.

(J of A, 12/70) Paragraph 46.a of APB Opinion 16
specifies that a business combination is initiated on
the earlier of (1) the date major terms of a plan are
formally announced or (2) the date that stockholders
of a combining company are notified in writing of an
exchange offer. Does communication in writing to a
corporation's own stockholders that the corporation
plans a future exchange offer to another company
without disclosure of the terms constitute initiation
of business combination?

A.

No. Paragraph 46.a defines "initiation" in terms of
two dates. The first date is for the announcement of
an exchange offer negotiated between representatives
of two (or more) corporations. The second date is for
a tender offer made by a corporation directly or by
newspaper advertisement to the stockholders of another
company. It is implicit in the circumstances of a tender
offer that the plan is not initiated until the stockholders
of the other company have been informed as to the offer
and its major terms, including the ratio of exchange.
Therefore, in the second date specified for initiation
in paragraph 46.a, "a combining company" refers to
the company whose stockholders will tender their
shares to the issuing corporation. "An exchange offer"
means the major terms of a plan including the ratio of
exchange (or a formula to objectively determine the
ratio).
A corporation may communicate to its own stockholders
its intent to make a tender offer or to negotiate on
the terms of a proposed business combination with
another company. However, intent to tender or to negotiate does not constitute "initiation." A business
combination is not initiated until the major terms are
"set" and announced publicly or formally communicated
to stockholders.

46.a.10 Option May Initiate Combination
Q.

10

(J of A, 12/71) Paragraph 46.a of APB Opinion 16
specifies the requirements for initiation of a business
combination. Does an option to exchange substantially
all of their shares at a future date (for example, three
years hence) granted by the shareholders of a closely
held company to another company constitute the initiation of a business combination?
3/31/72

A.

47.a

An option that requires unilateral performance by
either party or bilateral performance by both parties
constitutes initiation. Thus, if one company is required
to issue stock upon the tendering of shares by the
shareholders of another company or if the shareholders
are required to tender their shares upon demand, the
date the option is granted is the initiation date. The
combination must be consummated within one year
thereafter to be accounted for by the pooling of interests
method (see paragraph 47.a).
However, an agreement which grants only the right of
"first refusal" does not constitute initiation. This would
be the case, for example, where the stockholders of a
closely held company agree to negotiate with one company
before negotiating with any other company if the shareholders should in the future decide to consider entering
into a business combination. Neither party may be
obligated to perform, however, or to pay damages in
the absence of performance.
The payment of cash or other consideration by either
company for a "first refusal" agreement would also
be contrary to the pooling concept expressed in APB
Opinion 16. Individual shareholders, however, may pay
cash to obtain the agreement so long as company
resources are not directly or indirectly involved.
TR NOTE: When considering the payment of
other consideration by either company for
refusal" agreement, a question of materiality
Although the AICPA interpretation does not
this aspect, we will not consider the payment
immaterial amount to be a violation of the
criterion in this paragraph.

cash or
a "first
arises.
mention
of an
pooling

46.a.11 Effect of Termination
Q.

(J of A, 4/71) Paragraph 46.a of APB Opinion 16 defines
the initiation of a plan of combination as the date the
major terms of an exchange offer are announced
publicly or communicated to stockholders even though
the plan is still subject to approval of stockholders and
others. What is the effect of termination of a plan of
combination prior to approval by stockholders and the
subsequent resumption of negotiations between the
parties?

A.
47.a

Paragraph 47.a specifies that a combination must be
completed in accordance with a specific plan. Therefore, if negotiations are formally terminated after a
plan has been initiated (as defined in paragraph 46.a),
the subsequent resumption of negotiations always constitutes a new plan. Formal announcement of the major
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terms of the new plan constitutes a new initiation, even
if the terms are the same as the terms of the old plan.
Any shares of stock exchanged under the old plan become
subject to the conditions of paragraphs 46.a and 47.a
(the 10 percent and 90 percent tests) upon initiation
of the new plan.
TR NOTE: The appropriateness of this answer depends
on whether the negotiation halt represents a "formal
termination" as used above, or simply a position from
which to alter the terms of exchange. Paragraph 47.a
does not consider an alteration as a new plan if earlier
exchanges are adjusted to the new terms, all within one
year. See 47.a.3, "Temporary Break in Negotiations."

46.a.12 Ratio of Exchange
Q.

(J of A, 12/70) Paragraph 46.a of APB Opinion 16 defines
the initiation date for a business combination as the
earlier of (1) the date the major terms of a plan, including the ratio of exchange of stock, are announced
publicly or otherwise formally made known to the
stockholders of any one of the combining companies or
(2) the date that stockholders of a combining company
are notified in writing of an exchange offer. Does the
announcement of formula by which the ratio of exchange
will be determined in the future constitute the initiation
of a plan of combination?

A.

Yes, the actual exchange ratio (1 for 1, 2 for 1, etc.)
need not be known to constitute initiation of a business
combination so long as the ratio of exchange is absolutely determinable by objective means in the future.
A formula would usually provide such a determination.
A formula to determine the exchange ratio might include
factors such as earnings for some period of time, market
prices of stock at a particular date, average market
prices for some period of time, appraised valuations,
etc. The formula may include upper and/or lower
limits for the exchange ratio and the limits may provide
for adjustments based upon appraised valuations, audit
of the financial statements, etc. Also, the formula
must be announced or communicated to stockholders
as specified by paragraph 46.a to constitute initiation.

47.a
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If a formula is used after October 31, 1970 to initiate
a business combination which is intended to be accounted
for by the pooling of interests method, the actual exchange ratio would have to be determined by the consummation date and therefore no later than one year
after the initiation date to meet the conditions of
paragraph 47.a. Also, changing the terms after October
31, 1970 of a formula used to initiate a business combination before November 1, 1970 would constitute
3/31/72

the initiation of a new plan of combination (see Opinion
footnote 5).

46.b.1 Intercorporate Investment Exceeding
10 Percent Limit
Q.

(J of A, 12/70) Paragraph 46.b (the "independence"
condition) of APB Opinion 16 states that the pooling
of interests method of accounting for a business combination may not be applied if at the dates the plan of
combination is initiated and consummated the comining
companies hold as intercorporate investments more
than 10 percent in total of the outstanding voting common
stock of any combining company. Would an intercorporate
investment of 10 percent or less at the initiation and
consummation dates but exceeding 10 percent between
these dates (for example, through a cash purchase and
subsequent sale of the voting common stock of a combining
company) prohibit accounting for a business combination
under the pooling of interests method?

A.

Paragraph 46.b would not be met if between the initiation
and consummation dates combining companies hold as
intercorporate investments more than 10 percent of the
outstanding voting common stock of any combining
company even though the intercorporate investments do
not exceed 10 percent at either the initiation or consummation date. Although the Opinion mentions only
the initiation and consummation dates, intercorporate
investments exceeding 10 percent in the interim would
violate the spirit of the independence condition and
the business combination would be an acquisition
accounted for under the purchase method. For the
10 percent computation, however, intercorporate investments exclude voting common stock that is acquired after the date the plan of combination is initiated in exchange for the voting common stock issued
to effect the combination.

47.a.1 Changing the Closing Date
Q.
47.g

A.
48.b
3/31/72

Would a provision to permit changes of a tentative
closing date at the request of any of the combining
companies prevent a pooling of interests which otherwise qualifies? Presumably the provision would be
construed to assure that a pre-selected market price
is attained.
Such a provision would have no effect on a pooling,
as long as it is consummated within the time limit
of one year after the initiation date. Care must be
taken that the provision is not effectively a guaranteed
sellout price, which would negate the pooling treatment.
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47.a.2 Pooling Not Completed Within One Year
Q.

(J of A, 12/70) Paragraph 47.a of APB Opinion 16
specifies that a condition for a business combination
to be accounted for by the pooling of interests method
is for the combination to be completed in accordance
with a specific plan within one year after the plan is
initiated unless delay is beyond the control of the
combining companies. This paragraph also indicates
that new terms may be offered if earlier exchanges
of stock are adjusted to the new terms. If completion
of a business combination is delayed beyond one year,
would the offering of new terms during the delay
period meet the condition of paragraph 47.a for a
business combination to be accounted for by the pooling
of interests method?

A.

New terms may be offered under the conditions of
paragraph 47.a more than one year after the initiation
date if delay in completion is beyond the control of
the combining companies because of certain circumstances and earlier exchanges of stock are adjusted
to the new terms (but see Opinion footnote 5 for plans
in effect on October 31, 1970). However, the only delays
permitted under paragraph 47.a are proceedings of a
governmental authority and litigation.
Proceedings of a governmental authority for this
purpose include deliberations by a federal or state
regulatory agency on whether to approve or disapprove
a combination where the combination cannot be effected
without approval. They do not include registration of
the securities with the SEC or a state securities commission. Litigation for this purpose means, for example,
an antitrust suit filed by the Justice Department or a
suit filed by a dissenting minority stockholder to
prohibit a combination.

47.a.3 Temporary Break in Negotiations
Q.
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Assume the following set of facts. The president of
X Company announces formally to the financial press
that Company X and Company Y are engaging in negotiations for a pooling and identifies the proposed
terms of the agreement. Later, Company X acquired
20% of the outstanding stock of Company Y in accordance with the terms. Subsequently, the president of
Company X announces that merger negotiations are
floundering. Six months later the president of Company
X announces that merger negotiations are again in
process under new terms and conditions, changed only
by the change in market price of the stocks of the two
companies. Can the combination still be a pooling?
3/31/72

A.

It may reasonably be expected that differences may
arise between initiation and consummation which would
delay negotiations. If the "termination of the negotiations" represented in fact simply a temporary interruption, the transaction, if completed within one year
of the original initiation date, could still be treated as
a pooling:

46. a

a) if the earlier acquisitions were stock for stock
(paragraph 46.a) in accordance with the previous
terms, and
b) the previous exchanges are adjusted to the new terms.
The Opinion provides not only for automatic expiration
of pooling opportunity at the end of one year, but also
for revision of terms during the interim.
See also the AICPA interpretation at question 46.a.11
"Effect of Termination."

47.a.4 Revision of Ratio of Exchange
Q.

Assuming in a business combination that the parties
to the transaction have met pooling requirements as
of the date of initiation, does a subsequent change in
the ratio of exchange constitute the initiation of a
new plan?

A.

Paragraph 47.a indicates: "altering the terms of
exchange of stock constitutes initiation of a new plan
of combination unless earlier exchanges of stock are
adjusted to the new terms." This clause is meant to
apply only to plans initiated after the effective date of
the Opinion.

47.b
99
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If an offer made after October 31, 1970 is subsequently
revised, the proportion of stock obtained based on the
initial offer is considered to be part of a different
plan unless these earlier exchanges of stock are
adjusted to the new terms. Without adjustment, having
obtained more than 10% in the initial offer would
preclude the use of pooling accounting. If, however,
some quantity less than 10% of the stock interest
were acquired in the initial offer (made after October
31, 1970) and the terms of the later offer do not adjust
the earlier exchange ratio to that presently being
offered, it is still possible to achieve a pooling, but
the area of latitude is severely restricted. For example, if at the date a revised exchange offer is made,
the acquiring corporation holds 8% of the stock of the
prospective acquiree, the acquirer must obtain, in
exchange for voting common stock at the new ratio,
90/92 of the stock not then held. Effectively, only 2%
15

of the total acquiree exists as leeway for cash or
remaining minority interests; this is true even if the
initial 8% holding were obtained entirely in exchange
for common stock.

47.a.5 Consummation Date for a Business Combination
Q.

46.b
47.b

A.

93

(J of A, 12/70) APB Opinion 16 in paragraphs 46
through 48 specifies certain conditions which require
a business combination to be accounted for by the
pooling of interests method. Among these conditions
in paragraphs 46.b and 47.b are quantitative measurements which are to be made on the consummation
date. When does the "consummation date" occur for
a business combination?
A plan of combination is consummated on the date the
combination is completed, that is, the date assets are
transferred to the issuing corporation. The quantitative
measurements specified in paragraphs 46.b and 47.b
are, therefore, made on the date the combination is
completed. If they and all of the other conditions
specified in paragraphs 46 through 48 are met on that
date, the combination must be accounted for by the
pooling of interests method.
It should not be overlooked that paragraph 47.a states
the plan of combination must be completed in accordance with a specific plan within one year after it is
initiated unless delay is beyond the control of the
combining companies as described in that paragraph.
Therefore, ownership of the issuing corporation's
common stock must pass to combining stockholders
and assets must be transferred from the combining
company to the issuing corporation within one year
after the initiation date (unless the described delay
exists) if the business combination is to be accounted
for by the pooling of interests method. Physical transfer of stock certificates need not be accomplished on
the consummation date so long as the transfer is in
process.
If any of the conditions specified in paragraphs 46
through 48 are not met, a business combination is an
acquisition which must be accounted for by the purchase method. Paragraph 93 specifies that the date
of acquisition should ordinarily be the date assets
are received and other assets are given or securities
are issued, that is, the consummation date. However,
this paragraph allows the parties for convenience to
designate the end of an accounting period falling between
the initiation and consummation dates as the effective
date for the combination.
The designated effective
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date is not a substitute for
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the consummation date in determining whether the purchase or pooling of interests method of accounting
applies to the combination. In designating an effective
date as some date prior to the consummation date,
the parties would automatically be anticipating that the
business combination would be accounted for as a
purchase since paragraphs 51 and 61 specify that a
business combination accounted for by the pooling of
interests method must be recorded as of the date the
combination is consummated.

47.a.6 Pooling "Booked" before Regulatory or
other Federal Agency Approval
Q.

If a proposed merger is subject to the approval of a
governmental regulatory agency or authority, can the
merger qualify as a pooling of interests before this
approval is received?

A.
6

The Board did not wish to exclude regulated companies
from this Opinion, but recognized that, even in almost
"automatic" cases, it could take well beyond a year
to obtain the necessary approval. When faced with
this situation, the companies must make an evaluation
of the likelihood of receiving the approval. Where
there appears to be virtually no doubt that approval
of the acquisition will be permitted by the regulatory
authority, (or as paragraph 62 suggests, when the
pooling of interests method is known to be "appropriate") the financial statements issued to the public
may reflect the pooling as having occurred. On the
other hand, where there is some significant doubt as
to obtaining approval, the transaction should be held
in abeyance as described in paragraph 62.

62

The foregoing comments about accounting and financial
statement presentation apply to reports (usually consolidated reports) issued to shareholders, which may
not be in conformity with the regulatory authority
rules; where differences are material, the financial
statements and/or accountants' report will contain
some reconciliation.
We have also concluded that when the only open item
in the merger negotiations is receipt of a ruling by
the Internal Revenue Service that a merger is a taxfree exchange, a pooling may be recognized if the
fiscal year end is imminent. However, the client
and our own tax department should be reasonably
certain that a favorable ruling will be received. If
any problem is foreseen, the preferable course would
be to defer recognition until the ruling is received.
In the unlikely event that an acquisition treated as a
3/31/72
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pooling for financial statement purposes is not approved
ultimately by the regulatory authority:
(1) If the acquisition may not be carried through in
any form, that is, the acquiring company must
divest itself of any relationship in the acquired
company, retroactive restatement of prior financial statements is required.
(2) If the acquisition is permitted under such conditions as would contradict any of the criteria
necessary for a pooling of interests, quite possibly the transaction would have to be accounted for
as a purchase. However, because this situation
is expected to be rare, the extent of experience
gained with Opinion 16 to such a time, and the
facts of the individual case, might permit the
retention of pooling accounting.

47.a.7 Partial Delivery of Securities in
a Business Combination
Q.
47.g

Is a contingent payout arrangement in which there is
a partial delivery of securites ever possible in a
business combination to be accounted for as a pooling?

A.

Probably not. If there is a contingent payout arrangement in which the final total number of shares to be
issued is contingent on earnings at the next fiscal
year-end which is one year (or less) after the date
of initiation, then such arrangement will not violate
the pooling criteria. The point here is that the contingency would be resolved and consummation would
occur within one year. The partial delivery of some
of the consideration prior to resolution of the contingency is another matter. Whether partial delivery
constitutes consummation is a difficult question. Certainly for any partial delivery of shares by the acquiring company and the right to vote, receive dividends,
etc., incident thereto, there must be some form of
consideration from the acquired company's shareholders. If the consideration is effective control of the
net assets of the acquired company, then consummation
has occurred, an earnings contingency still exists, and
the merger must be accounted for as a purchase.
It is difficult to generalize in such situations, especially
if the partial share transfer is in the range of 10 to
50 percent of the acquired company's stock. Because
of this, any proposed transaction in which partial
ownership transfer is contemplated should be closely
evaluated.
We do believe that the delivery of some of the shares
to an escrow agent (with the ownership and rights
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applicable to the escrowed stock being retained) would
not violate the pooling criteria.

47.b.1 Applying Purchase Accounting
Q.

(J of A, 4/71) APB Opinion 16 clearly applies when
one corporation obtains at least 90 percent of the
voting common stock of another corporation, whether
through a purchase or a pooling of interests. Does
the Opinion also apply when one corporation acquires
less than 90 percent of the voting common stock of
another corporation?

A.

APB Opinion 16 discusses a 90 percent "cutoff"
(paragraph 47.b) only as one of the conditions to be
met to account for a business combination by the pooling
of interests method. If this condition — or any other
condition in paragraphs 46 through 48 — is not met, a
business combination must be accounted for by the
purchase method.
The Opinion does not create new rules for purchase
accounting. The purchase section (paragraphs 66 through
96) merely discusses valuation techniques in much
greater detail than is given in prior APB Opinions
and Accounting Research Bulletins. Thus, APB Opinion
No. 16 provides more guidance for the application of
purchase accounting, whether the item purchased is
an entire company, a major portion of the stock of a
company, or a manufacturing plant and regardless of
whether the consideration given is cash, other assets,
debt, common or preferred stock, or a combination of
these.
An investment by a corporation in the voting common
stock of another company which does not meet the 90
percent condition must be accounted for as a purchase.
The purchase method of accounting applies even though
the investment is acquired through an exchange of the
voting common stock of the companies.
The acquisition by a corporation of voting control over
another
creates
a parent-subsidiary
relationship.
Generally, domestic subsidiaries either are consolidated or are included in consolidated financial statements under the equity method of accounting (see ARB
No. 51 and APB Opinion 10).
Since a controlling interest is usually considered to be
more than 50 percent of the outstanding voting stock in
another corporation, the fair value of the assets and
liabilities of the subsidiary would be determined when
control is acquired if the resulting subsidiary is
either consolidated in the financial statements or
included under the equity method of accounting. Also,
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43

APB Opinion No. 17 specifies the appropriate accounting for intangible assets, if any, recognized for these
cases.
In addition, the subsequent acquisition of some or all
of the stock held by minority stockholders of a subsidiary is accounted for by the purchase method (see
paragraphs 5 and 43 of APB Opinion 16). Thus, after
a business combination has been completed or a controlling interest in a subsidiary has been obtained,
the acquisition of some or all of the remaining minority
interest is accounted for by the purchase method. The
purchase method applies even though the minority
interest is acquired through an exchange of common
stock for common stock, including the acquisition of
a minority interest remaining after the completion of
a business combination accounted for by the pooling of
interests method.

47.b.2 All Shares Must be Exchanged to Pool
Q.

A.

20

(J of A, 11/71) Paragraph 47.b of APB Opinion 16
sepecifies that an issuing corporation must exchange
only voting common stock for at least 90 percent of
the voting common stock interest of a combining
company to account for the combination as a pooling
of interests. The paragraph permits cash or other
consideration to be exchanged for the remaining shares
or they may continue outstanding as a minority interest.
Under paragraph 47.b, assuming the issuing corporation
exchanges common stock for at least 90 percent of the
common stock of the combining company, may an individual common shareholder of the combining company
exchange some of his shares for shares of the issuing
corporation and either retain the balance of his shares
or sell the shares to the issuing corporation for cash?
If a business combination is to be accounted for as a
pooling of interests, each common shareholder of the
combining company must either agree to exchange
all of his shares for common shares of the issuing
corporation or refuse to exchange any of his shares.
If would be contrary to the "pooling" concept expressed
in APB Opinion 16 for an individual shareholder of a
combining company to exchange some of his shares and
keep some of his shares in a pooling of interests or
for the issuing corporation to exchange common stock
for some of an individual shareholder's shares and
pay cash for some of his shares. The "pooling" concept would be violated in these cases even though the
issuing corporation exchanged its common stock for
at least 90 percent of the common stock of the combining
company as required by paragraph 47.b.
3/31/72
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Theoretically two or more entire common stockholder groups join together as a single entity in a
pooling of interests to share the combined risks and
rights represented by the previously independent interests without the distribution of corporate assets to
any of the common stockholders (see paragraph 45).
Paragraph 46 states as an attribute of "pooling" that
independent ownership interests are combined in their
entirety. That paragraph indicates that combining only
selected assets or ownership interests would be more
akin to disposing of or acquiring interests than
to sharing rights and risks. Paragraph 47 states that
acquisitions of common stock for assets or debt and
other transactions that reduce the common stock
interest are contrary to the idea of combining existing
stockholder interests.
The Opinion permits the theoretical concept of "pooling"
to be modified only within strict limits to accommodate
practical obstacles that may be encountered in many
combinations. Thus, the 90 percent "test" in paragraph
47.b recognizes that, as a practical matter, some
shareholders of a combining company may refuse to
exchange their shares even though most shareholders
agree to a combination.
Paragraph 47.b permits cash or other consideration
to be distributed by the issuing corporation for shares
held by these dissenting shareholders of the combining
company. However, a shareholder who assents to exchange part of his shares can hardly be considered a
dissenting shareholder.

47.e

47.c
3/31/72

In addition, the exchange by an individual shareholder
of a combining company of only part of his shares for
common stock of the issuing corporation would not
meet paragraph 47.e. That paragraph states that each
individual shareholder who exchanges his stock must
receive a voting common stock interest in proportion
to his relative voting common stock interest in the
combining company before the combination.
Usually the determination of whether or not a shareholder of a combining company is exchanging all of
his shares for common stock of the issuing corporation
will be made at consummation. However, transactions
prior to consummation between the issuing corporation
and a shareholder of a combining company who exchanges shares at consummation may also preclude
a "pooling." In the absence of persuasive evidence to
the contrary, it should be presumed that the purchase
was made in contemplation of effecting the combination
(see paragraph 47.c) if the issuing corporation purchased shares of a combining company within two
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years prior to initiation (or from 10/31/70 to the
initiation date if less than two years) and before consummation from a shareholder who also exchanges
shares at consummation.
To overcome another purely practical problem, paragraph 47.b also allows cash or other consideration to
be distributed by the issuing corporation in lieu of
fractional shares. There is no essential difference
between the payment of cash to a common shareholder
for a fraction of a share and the payment of cash for
some of his shares. Therefore, the payment of more
than a reasonable amount of cash to a shareholder for
a fractional share would also be contrary to the "pooling" concept expressed in the Opinion. Thus, the
payment for fractional shares among shareholders
must be reasonable in amount and should be proportional to each shareholder's fractional share interest.
TR NOTE: There is still no prohibition of individual
shareholders entering separate transactions
as long
as one of the entities to be merged is not involved and
such agreement is not a "condition precedent" to the
merger. (See 47.e.1 "Side-deals" between Stockholders.)

47.b.3 Use of Restricted Stock to Effect
a Business Combination
Q.

(J of A, 4/71) Paragraph 47.b of APB Opinion 16
states as a condition for accounting for a business
combination by the pooling of interests method that
a corporation may issue only common stock with
rights identical to those of the majority of its outstanding voting common stock in exchange for the
voting common stock of another company. Would
restrictions on the sale of the shares of common
stock issued result in different rights for these shares?

A.

The "rights" pertinent to paragraph 47.b are those
involving relationships between stockholders and the
corporation rather than between the stockholders and
other parties. The "rights" therefore pertain to voting,
dividends, liquidation, etc. and not necessarily to a
stockholder's right to sell stock. Restrictions imposed
on the sale of the stock to the public in compliance
with governmental regulations do not ordinarily cause
the "rights" to be different, but other restrictions
may create different rights.
For example, voting common stock issued by a publicly
held corporation to effect a business combination may
be restricted as to public sale until a registration with
the SEC or a state securities commission becomes
effective. If a registration were in process or the

22

3/31/72

45
46
47
48.a

issuing corporation agreed to register the stock subsequent to the combination, the rights of the stock
would not be different because of the restriction.
However, a restriction imposed by the issuing corporation upon the sale of the stock in the absence of
a governmental regulation would probably create different rights between previously outstanding and newly
issued stock. Such a restriction might also indicate
the previously separate stockholder groups would
not be sharing the same risks in the business combination (see paragraph 45 and introductory statements
in paragraphs 46 and 47). Likewise, a restriction
upon the sale of the stock to anyone other than the
issuing corporation or an affiliate would not meet the
"absence of planned transactions" condition specified
in paragraph 48.a.

47.b.4 Registered Stock Exchanged for Restricted Stock
Q.

(J of A, 12/70) The pooling of interests method of
accounting for a business combination is required
by APB Opinion 16 if the conditions specified in paragraphs 46 through 48 are met showing that stockholder
groups have combined their rights and risks. Would
the exchange of unrestricted voting common stock of the
issuing corporation for the shares owned by a substantial common stockholder of a combining company
whose stock was restricted as to voting or public
sale indicate the conditions were not met if the stock
issued could be sold immediately?

A.

Stockholder groups have combined their rights and
risks so long as stockholders holding substantially
all classes of the voting common stock in the combining
company receive shares of the majority class of voting
common stock of the issuing corporation exactly in
proportion to their relative voting common stock
interest before the combination was effected. The
fact that unrestricted voting common stock is exchanged for stock previously held in a voting trust
would not negate accounting for a business combination
by the pooling of interests method. Likewise, the fact
that "registered" voting common stock of the issuing
corporation is exchanged for "restricted" voting
common stock of the combining corporation also would
not negate accounting for a business combination by
the pooling of interests method.

47.b.5 Pooling Criteria for Multi-company Combinations
Q.
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If five companies combine by forming a sixth company
and exchanging their voting common shares for voting
common shares of the newly formed company, will
23

the pooling be upset if less than 90% of the outstanding
voting common stock of one of the combining companies
is exchanged?
A.

The requirements for exchange of at least 90% of
outstanding common stock is applied to each of the
the combining companies separately. All intercompany
investments are treated as outstanding, but not as
exchanged. Failure of any of the companies to meet
the 90% requirements will defeat the entire plan for a
pooling of interests.

47.b.6 Warrants May Defeat Pooling
Q.

(J of A, 4/71) May a business combination be accounted
for by the pooling of interests method if the issuing
corporation exchanges voting common stock and warrants for the voting common stock of a combining
company?

A.

Paragraph 47.b of APB Opinion 16 specifies that in a
business combination accounted for by the pooling of
interests method a corporation may issue only common
stock in exchange for at least 90 percent of the common
stock of another company. Therefore, a pro rata distribution of warrants of the issuing corporation to all
stockholders of a combining company would not meet
this condition and the combination would be accounted
for as a purchase.
In some cases, however, warrants may be used in a
business combination accounted for by the pooling of
interests method. Warrants (as well as cash or debt)
could be used, for example, to acquire up to 10 percent
of the common stock of a combining company under
paragraph 47.b and the combination could still qualify
as a "pooling" so long as the common stock acquired
plus other inter-corporate investments plus any remaining minority interest would allow the 90 percent
test to be met.
Warrants may be issued in exchange for the combining
company's outstanding preferred stock or debt.
The issuing corporation may exchange its warrants
for the combining company's outstanding warrants.
Any warrants issued could not provide for the purchase
of a greater number of shares than could be obtained
if the warrants were exercised. For example, if the
issuing corporation will exchange three of its common
shares for each of the combining company's common
shares outstanding and the combining company has warrants outstanding allowing the holders to purchase two
common shares per warrant, each warrant issued in
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47.c

exchange for the outstanding warrants could provide
for the purchase of no more than six of the issuing
corporation's common shares. (It should be noted that
warrants issued by either company in contemplation of
effecting the combination might not meet the conditions
of paragraph 47.c.)

47.b.7 Two-Class Common for Pooling
Q.

(J of A, 4/71) Paragraph 47.b of APB Opinion 16
specifies that a corporation must issue common stock
"with rights identical to those of the majority class of
its outstanding voting common stock" in a business
combination which is to be accounted for by the pooling
of interests method. Could the common stock issued
be designated as a class of stock different from majority class (for example, Class A if the majority class
has no class designation) and meet this condition?

A.

Paragraph 47.b does not prohibit designating the
common stock issued as a different class if it has
rights identical to those of the majority class of
outstanding voting common stock. Thus, the different
class must have the same voting, dividend, liquidation,
preemptive, etc. rights as the majority class with
the stipulation that these rights cannot be changed
unless a corresponding change is made in the rights of
the majority class.
Issuing a different class of common stock with rights
identical to other common stock would generally serve
no useful purpose. It would be suspected that the parties
might have secretly agreed that they would in the future
change the rights of the different class to restrict
voting; grant a preference in liquidation; or increase,
guarantee, or limit dividends.

47.b.8 Two-Class Voting Common Stock
Q.

If an acquired company has an equal number of shares
of two classes of voting common stock outstanding, the
only difference being a liquidation preference, can this
difference be recognized in a pooling of interests
business combination by issuing more voting common
stock of the acquiring company to the holders of the
stock with the liquidation preference?

A.

When determining the relative interests of the stockholders of the acquired company, the plan of combination may include provisions that the two classes
of voting common stock be evaluated for differences
(preferences) which make one class more valuable
than the other. Recognition of such differences by the
acquiring company may be accomplished by issuing
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additional voting shares to the holders of stock with
the preference. This concept can also be extended to
other "two class" situations with other types of preferences (such as dividend privileges).

47.b.9 Pooling When There Is Not a Majority
Class of Voting Common Stock
Q.

If a company's voting control is divided equally
between Class A, which is held by one group of shareholders, and Class B, which is held by another group
of shareholders (say the public), is this company
precluded from being the issuing company in a pooling
of interests business combination because the class of
stock that has voting control cannot be determined?

A.

Although this would not meet the literal interpretation of paragraph 47.b, we believe that it was not
the intent of the Board to preclude a company in this
situation from entering a pooling of interests business
combination. For this reason, use of either class of
common would not be construed to be a violation of
47.b. Similarly, use of equal amounts of each class
would not be a violation of 47.b provided the issuance
was made pro rata among the shareholders of the
acquired company. In either case, however, other
rights (such as: dividend, liquidation, etc.) must be
identical.

47.b.10 Selling Shareholders Agree to Buy
Convertible Preferred
Q.

Assume a combination is initiated in which the consideration for the acquired company is common stock.
In addition, the acquired company stockholders would
enter into an agreement to acquire for cash a certain
amount of new voting convertible preferred stock at
its fair value at the time of acquisition. Because of
restrictive features or the nature of conversion terms,
the value of the security at the time it was acquired
could be substantially less than its future value might
be. Could the arrangement qualify for a pooling?

A.

No. The acquired company stockholders are obligating
themselves in a manner not common to the continuing
stockholders. The net effect of this arrangement is a
contingent earnout. The use of this kind of security or
arrangement in a proposed pooling is, in substance,
the use of reverse boot that has contingency overtones
and therefore would disqualify the transaction from
pooling accounting.
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47.b.11 Equity and Debt Issued for Common
Before Pooling
Q.

(J of A, 9/71) Paragraph 47.b of APB Opinion 16 states
that the issuing corporation may exchange only voting
common stock for outstanding equity and debt securities
of the other combining company that have been issued
in exchange for voting common stock of that company
during a period beginning two years (or from 10/31/70
to the initiation date if less than two years) preceding
the date a "pooling" combination is initiated. What is
the purpose of this provision?

A.
47.c

Paragraph 47.c of APB Opinion 16 prohibits accounting
for a business combination by the pooling of interests
method if equity and/or debt securities have been
issued by a combining company in exchange for or to
retire its voting common stock in contemplation of
effecting the combination within two years before the
plan of combination was initiated or between the dates
of initiation and consummation. In paragraph 47.b,
there is an implied presumption that all such transactions of the other combining company were made in
contemplation of effecting a combination, thereby violating the condition of paragraph 47.c. However, the
issuance of voting common stock of the issuing corporation to the holders of such equity and debt securities
of the other combining company in exactly the same
ratio as their former holdings of voting common stock
of the other combining company will restore the holders
of the securities to their former position and, hence,
will "cure" the violation of the condition of paragraph
47.c.

47.b.12 Acquiree Has More Than One Class of Stock
Q.

If a proposed business combination is to be accounted
for as a pooling of interests, must the acquired company
have only common stock outstanding?

A.

On page 300 of the Opinion, a separate paragraph
indicates the acquired company may have outstanding
debt securities or equity securities other than common
stock, that the acquiring corporation may either assume
the debt or exchange substantially identical securities,
debt or equity, or may even issue voting common
stock for such other equity or debt. A cash pay-off is
also permitted. Issuance of voting common stock would,
of course, result in previous non-voting security
holders having a vote in the combined corporation.
This change in proportionate voting interest is not a
violation of paragraph 47.e. These non-voting stock
securities are not considered in the 90% pooling test.

47.e
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The only special condition is that the acquiring company
must issue voting common stock for outstanding debt
securities and for equity securities (other than voting
common stock) of the acquired company that have
been issued in exchange for voting common stock of
that company during a period beginning two years
before the date the combination was initiated (or since
10/31/70 if less than two years).
The exchange of voting common stock or other equity
securities for equity securities other than common
stock should be accounted for retroactively. No gain
or loss results; any adjustment in exchange values
are charged or credited first to capital and then to
retained earnings. The exchange of voting common
stock, other equity securities or debt for outstanding
debt should be accounted for at the date of consummation
as should cash for outstanding debt. Any gain or loss
resulting should be recognized by the combined company
at the date of consummation.

47.b.13 Cash Buy-out of Dissident Shareholder
Q.

What is the effect on pooling treatment of an acquiring
company purchasing the stock of a dissident stockholder of the acquiree?

A.

Any such transaction within two years (or from 10/31/70
to the initiation date if less than two years) prior
to initiation of the combination will preclude a pooling
if more than 10% of the potential acquiree's stock was
obtained in this manner. If the amount so acquired is
10% or less, a pooling will still be possible based on
all other conditions of Opinion 16 provided that at
least 90% of the total voting stock (including the portion
held by the investor via the purchase in question) of
the acquiree is obtained in exchange for voting common
stock of the issuing corporation. (However, purchases
of minority interests prior to November 1, 1970 are
not subject to this interpretation.)

47.b.14 Acquired Company's Convertible Securities
Remain Outstanding
Q.

Assuming a company has convertible debt or convertible preferred stock outstanding, issued for cash
originally, can an acquiring company assume such
convertible securities in a merger, permit them to
remain outstanding in the acquired subsidiary and
still account for the merger as a pooling of interests?

A.

Although such a situation seems inconsistent with the
concept of pooling, we believe it does not violate the
pooling criterion in paragraph 47.b. The basic admo-
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nition in that paragraph is that common stock must be
issued if the equity or debt security was issued in
exchange for common stock within two years (or from
10/31/70 to the initiation date if less than two years)
preceding initiation. Otherwise, almost any transaction
is acceptable, including assumption. Although the
Opinion discusses the assumption of debt only, it does
not preclude convertible debt. Considering the conversion effects of convertible debt and convertible
preferred stock, we see no distinction between the two
types of securities in this regard and therefore view
the Opinion as excluding neither from the possibility
of assumption.

47.c.1 Subchapter S Corporation Distributions
Q.

If a Subchapter
retained income
summation of a
accounted for as a

S Corporation distributes all of its
to its stockholders prior to conmerger, can such a combination be
pooling?

A.

The Opinion states that distributions to stockholders
should be no greater than normal dividends in accordance with the dividend policy and record of the company. In this situation, if it has been the general policy
of the Subchapter S Corporation to distribute all of its
earnings, then the distribution would not change the
pooling to a purchase.

47.c.2 Distribution of Assets to Sole Stockholder of Acquiree
Q.

If a merger agreement contains a provision for the
the sole stockholder of a company to receive the cash
surrender value of insurance on his life, in addition
to the stock to be received in exchange, will this disqualify a business combination from being treated as
a pooling of interest? What about assets other than
insurance policies?

A.

One possible way this could be done would be through
assignment of the policy, treated as a dividend. Paragraph 47.c requires that, within two years before a
plan of combination is initiated, or since 10/31/70 if
less than two years, dividends no greater than normal
are made. If the amount of the cash surrender value is
about equal to the dividend distributions that have been
made to a sole stockholder in the past, presumably it
would qualify as a normal dividend and therefore not
affect the pooling. If, however, it were abnormal in relation to such prior distributions, it would have to be
considered as entering into the maximum 10% limit for
the use of cash, nonvoting common stock or remaining
minority interest.
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If the transaction were accomplished by the stockholder
exchanging some of his stock for the policy, the same
conclusions apply.
However, a sale of the policy to the stockholder for
cash or readily marketable assets would not affect
the pooling treatment.
48.b

Paragraph 48.b also requires that there is no financial
arrangement for the benefit of former stockholders of
a combining company. Thus, if the transfer of the
policy were deferred until after the combination, its
preplanning would require that it be calculated within
the 10% nonvoting common stock limitation.

48.c

Paragraph 48.c indicates that the combined corporation
should not intend or plan to dispose of a significant
part of the assets of the combining companies within
two years. While the cash surrender value might, in a
rare case, qualify as "a significant part of the assets,"
this paragraph really has reference to those assets
used in the operation of the business. Obviously, the
liquidation of a significant portfolio of short-term
investments made as a temporary use of funds will
not preclude pooling treatment.

47.c.3 Alteration of Equity Interest
Q.

Company A, subject to the shareholders' approval,
wishes to encourage holders of its convertible securities to convert them into common stock. To accomplish
this, Company A plans to liberalize existing conversion
terms to make conversion more likely. Company A
also initiates a plan of combination with Company B
in a manner designed to qualify for a pooling of interests. Is the encouraged conversion of the convertible
securities an alteration in the equity structure of
Company A in contemplation of a business combination?
If it is, paragraph 47.c would appear to be violated and
pooling accounting for the combination with Company B
would appear to be prohibited.

A.

In general, an alteration (except for the purchase of
treasury stock, which has a more complex set of
rules) in the equity interest of a company engaging
in a business combination within two years prior to
a combination (or since 10/31/70 if less than two years
prior to initiation) should be presumed to be an alteration in contemplation of a combination. However, the
facts may well indicate that the alteration in the equity
interests is unrelated to the combination. This might
arise if the alteration in the equity interests were that
of the acquiring company. The facts in any situation
must govern any conclusion.
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In the above situation, if the encouraged conversion of
the convertible securities were undertaken for valid
business reasons and were unrelated to the proposed
combination with Company B such alteration in equity
interest would not be considered to be a violation of
paragraph 47.c. The presumption that the alteration
in the equity interests was in contemplation of the
combination could be overcome, and pooling would be
permitted. Adequate documentation must exist in support
of the conclusion that the alteration made was not in
contemplation of a plan of combination.

47.c.4 Alteration of Equity Interest
Q.

Assume that the shareholders of the acquired company
are considering the following arrangement in connection
with a combination: Certain outstanding debt of the
acquired company is to be assumed by one or more
shareholders for which they will receive additional
shares of the acquired company prior to combination.
Is this arrangement an alteration of the voting common
stock interests which would prevent pooling accounting?

A.

Not necessarily. While the relative shareholders' interests of the acquired company would be altered by
this arrangement, the acquiring company could have
assumed the debt, paid it off in cash, or given additional shares for it without affecting the appropriateness
of pooling accounting. However, any shares issued in
exchange for the debt assumption should bear a reasonable value relationship to the shares related to the
common stock exchanged.

47.c.5 Premerger Capital Changes
Q.

Company A is closely held and in a precarious financial
position with marginal working capital. To avoid a
"going concern" exception, the stockholders invest
considerable additional cash in the company in exchange for capital stock made available by options to
purchase. Most, but not all, of the stockholders exercise
the options. Shortly after the capital change, Company
A engages in merger negotiations with Company B
and proposes a stock for stock exchange. Does the
capital change prior to the merger violate paragraph
47.c of the Opinion?

A.

We conclude that it does not. In this case it is apparent
that the capital change was not made in contemplation
of the merger. Had the shareholders of Company A
not invested additional funds, the company would have
received a qualified opinion and perhaps could not have
continued operations for long.
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The primary purpose of paragraph 47.c is to preclude
pooling treatment where common stock holdings are
eliminated in contemplation of a merger. Although
ownership ratios were changed, no stockholdings were
eliminated. Those that were changed resulted from
actions of the stockholders and not of the company.

47.d.1 Treasury Stock Allowed with Pooling
Q.

47.c

A.

(J of A, 9/71) Paragraph 47.d of APB Opinion 16 states
as a condition for "pooling" that each of the combining
companies may reacquire shares of voting common
stock (as treasury stock) only for purposes other than
business combinations. Also, paragraphs 47.c and
47.d of APB Opinion 16 include provisions related to
the reacquisition of treasury stock within two years
prior to initiation and between initiation and consummation of a business combination which is planned to
be accounted for by the pooling of interests method.
For what purposes may treasury stock be reacquired
during this period?
The statement "for purposes other than business
combinations" means combinations initiated under
APB Opinion 16 which are to be accounted for by the
pooling of interests method. Therefore, acquistitions
of treasury stock for specific purposes that are not
related to a particular business combination which is
planned to be accounted for by the pooling of interests
method are not prohibited by the conditions of either
paragraph 47.c or 47.d.
In the absence of persuasive evidence to the contrary,
however, it should be presumed that all acquisitions
of treasury stock during the two years preceding the
date a plan of combination is intiated (or from October
31, 1970 to the date of initiation if that period is less
than two years) and between initiation and consummation
were made in contemplation of effecting business combinations to be accounted for as a pooling of interests.
Thus, lacking such evidence, this combination would be
accounted for by the purchase method regardless of
whether treasury stock or unissued shares or both
are issued in the combination.
The specific purposes for which treasury shares may
be reacquired prior to consummation of a "pooling"
include shares granted under stock option or compensation plans, stock dividends declared (or to be declared as a recurring distribution), and recurring
distributions as provided in paragraph 47.d. Likewise,
treasury shares reacquired for issuance in a specific
"purchase" or to resolve an existing contingent share
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agreement from a prior business combination would
not invalidate a concurrent "pooling." Treasury shares
reacquired for these purposes should be either reissued
prior to consummation or specifically reserved for
these purposes existing at consummation.
To the extent that treasury shares reacquired within
two years prior to initiation or between initiation and
consummation have not been reissued or specifically
reserved, an equivalent number of shares of treasury
stock may be sold prior to consummation to "cure"
the presumed violation of paragraphs 47.c and 47.d.
If the number of shares not reserved or disposed of
prior to consummation of a combination is material
in relation to the number of shares to be issued to
effect the combination, the combination should be
accounted for by the purchase method.
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47.g

Treasury shares reacquired more than two years
prior to initiation may be reissued in a "pooling."
Also, "tainted" treasury shares purchased within
two years prior to initiation or between initiation and
consummation and not disposed of or reserved may
be reissued in a "pooling" if not material in relation
to the total number of shares issued to effect the
combination. Treasury shares reissued in a "pooling"
should be accounted for as specified in paragraph 54.
It should be noted that earnings and market price contingencies were permitted in both "purchases" and
"poolings" under "old rules." These contingencies in
a combination consummated under APB Opinion 16
require the combination to be accounted for as a
"purchase." Although "liability-type"
contingencies
may exist in a "pooling" as specified in paragraph 47.g,
treasury stock may not be reacquired to satisfy such
a contingency.
TR NOTE: The foregoing interpretation is not written
in terms strong enough for its implications to be clearly
understood. The APB has reconsidered the answer and
has affirmed without publication, its precisely literal
meaning. Particularly, the sentence in the first paragraph of the answer: "Therefore,
acquisitions
of
treasury stock for specific purposes that are not related to a particular business combination which is
planned to be accounted for by the pooling of interests
method are not prohibited . . . ." seems misleading,
even in the entire interpretation context. You should
understand that it does not permit, in meeting pooling
criteria, material treasury stock acquisitions
unless:
1. The treasury
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stock

on hand

is specifically
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served for future issuance under a stock compensation or option plan, stock dividends or a similar
recurring distribution as specifically provided for
in paragraph 47.d; or
2. The stock was acquired more than two years ago
(or prior to November 1, 1970); or
3. The stock is sold prior to consummation of the
merger.
Treasury stock acquisitions which do not fall into the
above classifications must not be material (we have
interpreted this as 10%) in relation to the stock to be
issued in the pooling (if the treasury stock acquisitions
were that of the "acquiring" company), or in relation
to the common stock of the acquiree company (if the
treasury stock acquisitions were that of the acquiree).
It is irrelevant whether the acquired treasury stock is
on hand or has been retired. The measurement is based
on treasury stock acquisitions.
Careful consideration should be given to treasury stock
transactions; buying a material amount of stock back
simply because the "price is right," without specifically
reserving it for recurring distributions under paragraph
47.d, results in the company being ineligible for pooling
for two years, unless the stock is sold off. In addition,
such acquisitions must fit into a systematic pattern of
stock reacquisitions (see 47.d.4).

47.d.2 Treasury Stock Materiality Defined
Q.

What constitutes an "immaterial" number of shares
in determining whether treasury shares can be used
in a pooling of interests?

A.

Since a 10% maximum is used in other areas of the
Opinion, for example, the number of shares that need
not be acquired for stock and still have a pooling, we
would also apply the 10% test against treasury shares
on hand which were not acquired for specific purposes
other than a business combination planned to be accounted
for as a pooling of interests.

47.b

47.d.3 Maneuvers by Takeover Targets
Q.

Paragraph 47.d states: "Acquisitions by other combining companies of voting common stock of the issuing
corporation after the date the plan of combination is
initiated are essentially the same as if the issuing
corporation reacquired its own common stock."
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Is it possible for officers of a target corporation to
defeat a pooling takeover, by only purchasing o n e s h a r e
of the tendering corporation's stock after the date the
plan is initiated? May takeover be defeated by a target
company purchasing one share of its own stock if it
has never reacquired its own stock?
A.
47.b

This situation is covered by paragraph 47.b and the
"90 percent test" rule would apply. Such shares would
form a part of the dissenting shareholder group to be
satisfied by other than unissued voting common stock.

47.d.4 Systematic Pattern of Stock Reacquisitions
Q.

What constitutes a "systematic pattern"
sitions?

of reacqui-

A.

A "systematic pattern" of reacquisitions of treasury
stock need not necessarily be a regular pattern, such
as 100 shares per month or 500 shares per quarter,
etc. A systematic pattern could be an irregular pattern
established, for example, by purchases of treasury
stock whenever the market price of the stock is below
a certain amount or whenever the corporation has cash
in excess of amounts required for operations. If a
systematic pattern is irregular, the corporation should
have a written statement of its treasury stock reacquisition policy.

47.d.5 Treasury Stock Purchased Prior
to November 1, 1970
Q.

May treasury stock purchased prior to November 1,
1970 be used to acquire another corporation after
October 31, 1970 in a business combination to be
accounted for as a pooling of interests?

A.

Treasury stock held at October 31, 1970 may be used
in such an acquisition if first accounted for as retired
as required by paragraph 54.
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47.d.6 New Option Plan Using Treasury Shares
Q.
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Within the two year period immediately prior to a
business combination, a stock option plan expired and
a new plan substantially the same as the expired plan
was approved (both allowing for the use of treasury
shares). Would pooling accounting for later combinations be precluded if it were decided to reacquire
shares sufficient to meet obligations as they arose
under the new plan, whereas previously unissued
shares were used under the old plan?
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A.

Reacquisition of shares in normal amounts are permitted for stock option and compensation plans when
in accord with a systematic pattern. Normally a pattern
must be established at least two years before a plan
of combination is initiated (or prior to 10/31/70 if
within two years of the date of initiation) but an
exception is logical for new stock option and compensation plans. In the case given in the question we
believe that pooling of interests accounting would not
be affected.

47.e.1 "Side-deals" Between Stockholders
Q.

How will a private "side-deal" between two individual
stockholders affect the continuity of interests? Would
such transactions negate a pooling of interests?

A.

A separate transaction between individual stockholders
will not disturb a pooling of interests unless the transaction was contemplated
or required in connection
with a pooling of interests.
For example, an arrangement, as a condition precedent to consummation, whereunder the principal or
an influential stockholder of the issuing company
agrees to purchase, at a specified price, stock to be
issued in the combination, would probably require
that the transaction be treated as a purchase, because
it is generally impossible to separate the interests of
the principal or influential shareholder from those of
the issuer.

47.g.1 Representations in a Pooling
Q.

(J of A, 12/71) Paragraph 47.g of APB Opinion 16
specifies that in a business combination accounted for
as a pooling of interests there can be no agreement
to contingently issue additional shares of stock or
other consideration at a later date and no escrowing
of shares until a contingency is resolved. This paragraph allows, however, revision of the number of
shares issued upon the settlement of a contingency
at an amount different from that recorded by a combining company. May an issuing company reserve or
escrow some shares against the representations of the
management of a combining company in a pooling?

A.

Paragraph
ing when
agreement
ever, this
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of contingency agreements in a pooling so long as
they provide for the sharing of rights and risks arising
after consummation and are not in effect earnings or
market price contingency agreements.

47.f

A contingency agreement which is not prohibited in a
pooling may provide for the reservation by the issuing
company of a portion of the shares being issued, the
issuance of additional shares, the return of shares
by former shareholders of the combining company,
or the issuance of shares to an escrow agent who will
subsequently transfer them to the former shareholders
of the combining company or return them to the issuing
company. (Note that the former shareholders of the
combining company must be able to vote any shares
issued, reserved, or escrowed to meet the condition
of paragraph 47.f.)
The most common type of contingency agreement not
prohibited in a pooling by paragraph 47.g is the
"general management representation" which is present
in nearly all business combinations. In such a representation, management of a combining company
typically warrants that the assets exist and are worth
specified amounts and that all liabilities and their
amounts have been disclosed. The contingency agreement usually calls for an adjustment in the total number
of shares exchanged up to a relatively small percentage
(normally about 10 percent) for variations from the
amounts represented, but actual adjustments of the
number of shares are rare.
A contingency agreement for a "general management
representation" does not violate paragraph 47.g if
it provides for a substantial sharing of rights and risks
beginning with consummation and the complete sharing
within a reasonable period of time. In this light, the
contingency agreement is merely a device to provide
time for the issuing company to determine that the
representations are accurate so it does not share risks
arising prior to consummation. Although the time
required will vary with circumstances, these determinations should be completed within a few months
following consummation of the combination. In any
case, the maximum time should not extend beyond
the issuance of the first independent audit report on
the company making the representations following
consummation of the combination. Thereafter, the combined shareholder interests share the risks of inventory
obsolescence, collection of receivables, etc. However,
if the complete sharing of risks is unduly delayed or
if the risk sharing is not substantial at consummation,
a "general management representation" may in effect
indicate an earnings contingency agreement.
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Paragraph 47.g specifically allows certain contingency
agreements in a pooling to cover specific situations
whose outcome cannot be reasonably determined at
consummation and perhaps even for several years
thereafter. (Contingencies of this type are described
in paragraph 2 of ARB 50.) Although management of
a combining company may make specific representations
as to these contingencies that are known at the consummation of a pooling and as to those which may
arise within a reasonable period thereafter, the combined shareholder interests are expected to share the
risks and rights of all other contingencies if paragraph 47.g is to be met. Likewise, the former shareholders of a combining company must be able to vote
any shares issued, reserved, or escrowed for a specific
contingency until it is finally resolved if paragraph
47.f is to be met. The contingency agreement may
provide, however, that any dividends during the contingency period on contingent shares "follow" the
shares when the contingency is resolved.
It should also be noted that any change in the number
of shares (as originally recorded for a pooling of
interests) upon the final resolution of either a general
or a specific representation contingency is recorded
as an adjustment to stockholders' equity (see paragraph
53). The effect of the resolution of a contingency
involving an asset or liability, whether or not previously recorded, is reflected currently in net income
or as a prior period adjustment in accordance with
APB Opinion 9. In no case may a contingency agreement for either a general or a specific representation
in a pooling be used as a means of relieving current
or prior net income of an amount which should be
reflected therein.

47.g.2 Contingent Shares Defeat Pooling
Q.
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(J of A, 4/71) Paragraph 47.g of APB Opinion 16
specifies that in a business combination to be accounted
for by the pooling of interests method a corporation
may not (1) agree to issue additional shares of stock
at a later date or (2) issue to an escrow agent shares
which will later be transferred to stockholders or
returned to the corporation. Would this condition be
met if the corporation issued some maximum number
of shares to stockholders of the combining company
under an agreement that part of the shares would be
returned if future earnings are below a certain amount
or the future market price of the stock is above a
stipulated price?
3/31/72

A.

No, contingent shares based on earnings, market
prices, and the like require a business combination
to be accounted for as a purchase. Paragraph 47.g
states that the combination must be "resolved at
the date the plan is consummated."
The only contingent arrangement permitted under
paragraph 47.g is for settlement of a contingency
pending at consummation, such as the later settlement of a lawsuit. A contingent arrangement would
also be permitted for an additional income tax liability resulting from the examination of "open" income
tax returns.

47.g.3 Stock Options in a Pooling
Q.

(J of A, 12/71) Paragraph 47.g of APB Opinion 16
states that in a business combination accounted for as
a pooling of interests the combined corporation may
not agree to contingently issue additional shares of
stock to the former stockholders of a combining
company. Would this condition be violated if the combined corporation granted stock options to these stockholders?

A.

Generally, stock options granted by the combined
corporation as current compensation to former stockholders of a combining company would not violate
paragraph 47.g. That is, the former stockholders of
a combining company who are employees or directors
of the combined corporation may participate in a stock
option plan adopted by the combined corporation for
it employees and/or directors.
Paragraph 47.g would be violated, however, if the stock
option plan in reality is an arrangement to issue additional shares of stock at a relatively low cost to these
former stockholders of the combining company to
satisfy a contingency agreement. Also, a stock option
plan to accomplish the same result adopted by the
combining company prior to consummation but in contemplation of the combination would not meet paragraphs 47.c and 47.g.

47.c

47.g.4 Contingent Consideration from a Previous
Business Combination
Q.
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If a company being acquired has an earnout or market
guarantee arrangement outstanding which arose from
a previous business combination (purchase or pre-APB
16 pooling), are business combinations entered into by
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this company required to be accounted for under purchase accounting while the contingency arrangement
is in effect?
A.

No. Contingent earnings or market guarantee arrangements which are ruled out are those included in the
business combination being evaluated. Thus, previous
arrangements have no bearing on the accounting treatment of a subsequent business combination.

47.g.5 Indemnification Agreements
Q.

Paragraph 47.g prohibits pooling of interests accounting treatment for business combinations that include
contingent payments based on future earnings and/or
market prices, but allows escrow agreements to indemnify the acquiring company against breaches of
general representations (security for performance)
at the date of consummation. If the escrow "value"
is represented by shares of the combining company
to be received by the acquired company's shareholders,
are all shareholders of the acquired company required
to escrow a prorata portion of their shares received
in the exchange? Should the number of shares placed in
escrow be limited to some reasonable amount?

A.

In some situations, particularly where there are
minority interests held by the public, many stockholders
will not be in a position or be willing to sign an indemnification agreement. In these cases, the only
practical solution may be for the insiders (who are
structuring the merger) to escrow their own shares.
We believe that it was not the intent of the Board to
prohibit transactions of this nature, and do not interpret this to be a violation of paragraph 47.g. We
recognize that such an agreement could represent a
potential adjustment to the exchange ratio for certain
shareholders which could result in all shareholders
not receiving a voting common stock interest exactly
in proportion to their relative interest before the
combination (paragraph 47.e).
However, as indicated above, we view this conceptually
not as an adjustment of the exchange ratio, but as a
protection for the acquirer that certain conditions will
in fact be met. Thus, it is not an attempt to use different exchange ratios (potentially or otherwise).
The amount of shares required to be escrowed should
be reasonable in order to comply with the pooling of
interests concept of mutual sharing of rights and risks.
Accordingly, escrow agreements must be examined
carefully to determine that they are reasonable in
relation to 1) the risks involved (say obsolete inventory
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or receivable collectibility), or 2) the total consideration
involved.

47.g.6 Employment Contingencies in a Pooling
Q.

(J of A, 12/71) Paragraph 47.g of APB Opinion 16
stipulates that in a business combination accounted for
as a pooling of interests there can be no agreement
for contingent issuance of additional shares of stock
or distribution of other consideration to the former
stockholders of a combining company. Would the
granting of an employment contract or a deferred
compensation plan by the combined corporation to
former stockholders of a combining company cause
this condition to not be met?

A.

An employment contract or a deferred compensation
plan granted by the combined corporation to former
stockholders of a combining company would not automatically constitute failure of paragraph 47.g. The
critical factors would be the reasonableness of the
arrangement and restriction of the arrangement to
continuing management personnel. Generally, reasonable contracts or plans entered into for valid business
purposes would meet paragraph 47.g. Substance, however, is more important than form.
As an example, the granting of employment contracts
to former stockholders of a combining company who
were active in its management and who will be active
in management of the combined corporation would
meet paragraph 47.g if the contracts are reasonable
in relation to existing contracts granted by the issuing
corporation to its management. However, the granting
of employment contracts to former stockholders of a
combining company who were not or will not be active
in management probably indicates a contingent pay-out
arrangement. Likewise, "consultant" contracts for
former stockholders might also indicate a contingent
payout arrangement.
Employment contracts and deferred compensation plans
entered into by a combining company between the
initiation and consummation dates may also cause a
business combination to not meet paragraph 47.g. For
example, a combining company may not enter into a
"contingency-type" compensation agreement in contemplation of the combination and meet paragraph 47.g if
the issuing corporation could not also enter into the
same agreement under the paragraph.

48.1 Breach of Representations
Q.
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If a business combination which has been properly
accounted for as a pooling of interests is later re41

scinded because of a subsequent determination of a
breach in representations made under the plan of
combination, what should the accounting treatment
be for the rescission?
A.

Rescissions of business combinations are
always
complex. For that reason, the facts in each situation
will determine the appropriate accounting treatment.
One factor which will enter into the determination of
the appropriate treatment is whether the shareholders
of both companies are placed in substantially the same
relative position as they were prior to the combination
(i.e., shares and dividends paid are returned, etc.).
An analysis of all the relevant factors may indicate
that the accounting treatment for the rescission should
be a "de-pooling." Accordingly, the combination should
be treated as though it did not exist and the financial
statements should be retroactively restated to eliminate
the acquired company. Similar to the disclosure requirements for current year poolings, reconciliations
of amounts previously reported should be provided,
as well as other information disclosures.
If the factors indicate that a "de-pooling" is not
appropriate, the rescission must be treated as a
current transaction.

48.2 Deliberate Violation of Pooling Criteria
Q.

If an acquiring corporation treats a transaction as a
pooling of interests but subsequently determines that
it does not like the effect on operations, can it subsequently violate one of the "within two year" criteria
in order to have the transaction restated as a purchase?

A.

The determination of whether a transaction is to be
treated as a pooling or a purchase is made final by
the conditions of the exchange and the intent of the
parties at the date of consummation. A subsequent
intentional violation does not permit retroactive restatement. In this circumstance, to restate a pooling
as a purchase, it would be necessary that the company
admit it deliberately violated the pooling criteria but
did not inform the auditors, the SEC or the stock
exchange.

48.3 Evaluating "Intent" of the Parties
Q.
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This paragraph requires that there be no intent to accomplish certain transactions in the future. How can the
"intent" of the merger parties be documented or verified
to establish that a pooling of interests treatment is
appropriate?
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A.

A business combination which meets all the criteria
specified by the Opinion would indicate a certain degree
of intent on the part of the merger parties. Of course,
the auditor will examine all of the merger documents to
observe that the proscribed transactions are not present.
He may also find it appropriate to request representations
from the parties that all merger documents were submitted, that they accurately reflect the understanding of
the parties, and perhaps specifically, that the numerous
prohibited future transactions are clearly not a part of
their present intent. In continuing audit relationships, the
auditor for the acquiring company should be able to
assess the credibility of such statements. He may have
little insight, however, with respect to the acquired
company. The letters required by the New York Stock
Exchange may be helpful.

48.c

Paragraph 48.c, the "instant earnings plug," was recognized as one situation where it would be difficult to
determine whether a future contrary transaction was or
was not intended at the time of combination; this condition directly relates to the operating activities of the
combined corporation, which can be expected to be more
responsive to changed conditions than criteria 48.a and
48.b, which deal with the stockholders. Accordingly, the
Board provided in paragraph 60 for separate disclosure
of profit or loss on dispositions of assets of the previously separate companies (either one) unless the disposals are part of the customary business activities of
the combined corporation.

48.a
48. b
60

Hindsight will be an important factor in determining
whether intent to violate the conditions of paragraph 48
existed at the time of combination. If a prohibited transaction occurs subsequent to the combination and it is
clear that the intent to violate paragraph 48 existed at
the date of combination, it is logical that the pooling
should retroactively be accounted for as a purchase.
Auditing the facts in such a situation will likely be more
difficult than auditing the "intent" at the date of
combination.

48.4 Forced Sale of Stock
Q.
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(J of A, 1/72) A publicly held corporation wants to effect
a business combination with a large closely held corporation and to account for the combination as a pooling of
interests. Because management of the publicly held
corporation prefers not to have a single stockholder
owning a large block of its stock, the agreement to
combine requires the majority stockholder of the
closely held corporation to sell 25 percent of the voting
common stock he receives immediately following con43

summation and to sell another 25 percent within one
year thereafter. The stock is to be sold in public offerings and all of the shares will remain outstanding outside
the combined corporation. Since APB Opinion 16 does not
have the "continuity of ownership interests" criterion of
ARB 48 as a condition for pooling, should this combination
be accounted for as a pooling of interests or as a purchase?
A.

The combination is a purchase because of the requirement imposed on a shareholder to sell some of the voting common stock received. Any requirement imposed
on a stockholder (other than by a government authority)
either to sell or to not sell stock received in a business combination is contrary to the pooling concept
expressed in APB Opinion 16 of the sharing of rights
and risks by the previously independent stockholder
interests. While such a requirement does not violate
any specific condition for pooling described in paragraphs 46-48, it violates the whole pooling concept of
the Opinion.

48.a.l Pooling With "Bailout"
Q.

48.b

A.
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(J of A, 9/71) Paragraph 48.a of APB Opinion 16 specifies that a combined corporation may not agree to directly or indirectly retire or reacquire all or part of
the common stock issued to effect a business combination and paragraph 48.b specifies that a combined
corporation may not enter into financial arrangements
for the benefit of the former stockholders of a combining company if a business combination is to be
accounted for by the pooling of interests method. Would
an arrangement whereby a third party buys all or part
of the voting common stock issued to stockholders of a
combining company immediately after consummation of
a business combination cause the combination to not
meet these conditions?
The fact that stockholders of a combining company sell
voting common stock received in a business combination
to a third party would not indicate failure to meet the
conditions of paragraphs 48.a and 48.b. "Continuity of
ownership interests," a criterion for a pooling of interests under ARB 48, is not a condition to account for a
business combination by the pooling of interests method
under APB Opinion 16. The critical factor in meeting the
conditions of paragraphs 48.a and 48.b is that the voting
common stock issued to effect a business combination
remains outstanding outside the combined corporation
without arrangements on the part of any of the corporations involving the use of their financial resources
to "bailout" former stockholders of a combining company or to induce others to do so.
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Either the combined corporation or one of the combining
companies may assist the former stockholders in locating an unrelated buyer for their shares (such as by
introductions to underwriters) so long as compensation
or other financial inducements from the corporation are
not in some way involved in the arrangement. If unregistered stock is issued, the combined corporation
may also agree to pay the costs of initial registration.

48.b.l Loans Between Initiation and Consummation
Q.

Can a potential issuing company make a loan to a company to be acquired during the negotiation period, or
between initiation and consummation and later account
for the combination as a pooling?

A.

Yes, in some circumstances. Paragraph 48.b technically precludes loans or guarantees for the benefit of
the acquired company shareholders subsequent to consummation. However, the paragraph does not deal with
business arrangements that might be entered into between the companies during negotiations or between
initiation and consummation. If a loan was made at a
reasonable rate of interest in relation to the circumstances, pooling should be acceptable. The fact that
such a loan might indirectly benefit the acquired company stockholders by strengthening the company prior
to consummation should not be controlling. However,
any loan or other financial arrangement at abnormally
low interest rates would generally prevent a pooling
since pro rata consideration other than common stock
could be deemed to be involved in the exchange terms.

48.C.1 Disposition of Assets to Comply with an Order
Q.

47.c
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(J of A, 9/71) As a condition to account for a business
combination by the pooling of interests method, paragraph 48.c of APB Opinion 16 prohibits the planned
disposal of a significant part of the assets of the combining companies within two years after the consummation date other than disposals in the ordinary course
of business and eliminations of duplicate facilities or
excess capacity. Likewise, paragraph 47.c prohibits
a change in the equity interests of the voting common
stock — such as through the "spin-off' of a division or a
subsidiary — in contemplation of effecting a "pooling"
combination either within two years before initiation,
after 10/31/70 if less than two years prior to initiation,
or between initiation and consummation. Does a prior
or a planned disposition of a significant part of the assets
of a combining company to comply with an order of a
governmental authority or judicial body constitute a
violation of this condition?
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A.

46.a

No. The prior or planned disposition of a significant
part of the assets of a combining company (even though
in contemplation of effecting or planned subsequent to a
combination) does not negate accounting for a business
combination as a "pooling" if the disposition is undertaken to comply with an order of a governmental authority or judicial body or to avoid circumstances which, on
the basis of available evidence, would result in the issuance of such an order. This is generally consistent
with paragraph 46.a (autonomy of combining companies)
which permits subsidiaries disposed of in compliance
with an order of a governmental authority or judicial
body to be considered autonomous for purposes of that
condition.

48.c.2 Significant Asset Disposals Before Consummation
Q.

If a significant part of its assets are sold by a combining company prior to initiation of a business combination, or between the date of initiation and date of
consummation, would this defeat a pooling of interests?

A.

Opinion 16 is silent on this matter. Paragraph 48 discusses transactions after consummation. A combining
company probably has the right to sell any asset prior
to the date of consummation of the pooling but it would
be wise that there be no significant disposals by the
acquiree between initiation and consummation dates as
it could be contended that the consummation date was
being delayed to permit such disposals.

52.1 Tax Effects of "Taxable Pooling"
Q.

How are differences in tax and book bases treated in
accounting for a "taxable pooling?"

A.

Paragraph 52 does not include a description of the
accounting for the tax effects resulting from a pooling
which is a "taxable" transaction for income tax purposes. We believe that the resulting differences in tax
and book bases should be considered permanent differences (APB Opinion 11, paragraph 13). The resulting
increases or decreases in income taxes should be
reflected in paid-in capital (the historical SEC position)
as they arise.
At this time, negotiations continue with the SEC in an
attempt to obtain the Commission's approval to treat
these differences as charges or credits to income
(which we believe is the proper conceptual approach).
Agreement of the Commission has not been secured.

58.1 Expenses Paid by Stockholders in a Pooling
Q.
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Can finders' fees and other expenses be paid by "selling" stockholders and they be reimbursed by receiving
more shares of stock?
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A.

There may be cases where a very small number of
shareholders seek out the deal for their own personal
benefit and, in these instances, an expense such as a
finders' fee might properly be considered their expense. In the case of a widely held company, this would
not be credible.
There does not seem to be any way to prevent shareholders of closely held companies from handling certain kinds of expenses — which could be looked upon as
either of personal benefit to the stockholders, or of
benefit to the company — and agreeing on some number
of shares to cover the expenditure, as they would undoubtedly not specify in the exchange agreement that
any particular number of shares was for the specific
purpose of covering expenses.
In any event, expenses which are obligations of the combining companies, if paid by the stockholders, must be
recorded by a charge to expense and a contribution
to capital.

58.2 Pooling Costs Incurred in One Fiscal Year with
Consummation Taking Place in the Following Year
Q.

If costs are incurred in one year in connection with a
pooling of interests business combination and consummation takes place in the next year, how should such
costs be treated in the financial statements at the end
of the fiscal year immediately preceding consummation?

A.

Paragraph 58 indicates that these costs are expenses of
the "combined corporation." Since the "combined corporation" does not exist until consummation takes
place, these costs should be deferred at the fiscal year
end immediately preceding consummation of the business combination, and expensed when the combination
is recorded. An account title such as "deferred business combination costs" would be appropriate. Of
course, deferrals are always subject to reasonable
assurance of subsequent realization. Thus, material
amounts deferred should be examined closely in view of
the likelihood of a successful subsequent business
combination.

58.3 Costs of Maintaining "Acquisitions" Department
Q.
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(J of A, 12/71) A corporation maintains an "acquisitions"
department to find, evaluate, and negotiate with possible
merger candidates. The president of the corporation
also spends a considerable portion of his time negotiating business combinations. Cost records are excellent and the total cost is determined for each investigation and negotiation, whether it is successful or unsuc-

cessful. What accounting is specified by APB Opinion
16 for these costs?
A.

All "internal" costs associated with a business combination are deducted as incurred in determining net
income under APB Opinion 16. This answer applies to
costs incurred for both "poolings" (see paragraph 58)
and "purchases" (see paragraph 76). Naturally, costs
incurred in unsuccessful negotiations are also deducted
as incurred.
Paragraph 76 specifies that in a business combination
accounted for by the purchase method the cost of a
company acquired includes the direct costs of acquisition. These direct costs, however, are "out-of-pocket"
or incremental costs rather than recurring internal
costs which may be directly related to an acquisition.
The direct costs which are capitalized in a purchase
therefore include, for example, a finder's fee and fees
paid to outside consultants for accounting, legal, or
engineering investigations or for appraisals, etc. All
costs related to effecting a pooling of interests, including the direct costs listed above, are charged to expense
as specified in paragraph 58.

60.1 Guidelines for Disclosing Subsequent
Asset Disposals
Q.
48. c

In a pooling of interests, why should disclosure of the
disposition of assets within two years subsequent to the
combination depend on materiality of the gain or loss
on such disposition in relation to the net income of the
combined corporations? Shouldn't other criteria also be
considered, such as the magnitude of the assets disposed of and operations discontinued, even though the
combined company did not realize a significant gain
or loss?

A.

If it is felt that such a transaction may be important,
for example, because it might have a significant effect
on future operations, it certainly would be appropriate
as a general matter, not as an APB Opinion 16 requirement, to make such disclosure.

61.1 Retroactive Disclosure of Pooling
Q.
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(J of A, 9/71) Paragraph 61 of APB Opinion 16 specifies
that a business combination accounted for by the pooling
of interests method should be recorded as of the date
the combination is consummated. This paragraph prohibits a combining company from retroactively reflecting in the financial statements for the current year a
combination consummated after the close of the year
3/31/72

but before financial statements are issued. However, this
paragraph requires a corporation to disclose as supplemental information, in notes to financial
statements
or otherwise, the substance of a combination
consummated before financial statements are issued and the
effects of the combination on reported financial position
and results of operations. Could this disclosure be in
the form of a statement with side-by-side columns reporting financial data for (1) the issuing corporation and
(2) the combined corporations, and, perhaps, (3) the
other combining company?
A.

65

51-58
63, 64
3/31/72

APB Opinion 16 does not prohibit the side-by-side columnar format described above, nor alternatively, does
it prohibit an above-and-below columnar format. The
term or otherwise included in paragraph 61 is sufficiently broad to permit disclosure of the information on
the face of the financial statements in either side-byside or above-and-below columns.
Because the Opinion prohibits retroactive pooling for a
combination completed after the close of the year but
before the financial statements are issued, however, the
individual columns in the presentation should be separately identified as primary or supplemental information.
That is, data for the issuing corporation would be identified as the primary financial statements and data for
the combined corporation would be identified as supplemental information. If presented, data for the combining
company would also be identified as supplemental
information.
It might be noted that a side-by-side presentation will
disclose information in greater detail than is required
by paragraph 65 (which requires that only revenue, net
income, earnings per share and the effects of anticipated
changes in accounting methods be disclosed as if the
combination had been consummated at the date of the
financial statements). Although both paragraphs 61 and
65 specify disclosure in notes to the financial statements and paragraph 65 specifies only note disclosure
without the or otherwise provision, this paragraph refers
back to paragraph 61 so the columnar format is not
prohibited by paragraph 65 as long as the information
is properly identified as primary and supplemental.
Information for the combined corporation identified as
supplemental information (as described above) would be
reported as primary information in statements for the
following period when the combination was consummated
if comparative financial statements are presented. Reporting and disclosure requirements for the period when
a business combination is consummated and for prior
periods are contained in paragraphs 51-58, 63 and 64.

Notes to the statements and other disclosures which are
included in the statements are a part of the financial
statements. Accordingly, the auditor's opinion — unless
appropriately modified — would apply to disclosure
(in notes to the statements or in columnar format) of
the substance of a combination consummated after the
close of the year but before the financial statements were
issued. The auditor's opinion might be modified, however, to disclaim an opinion on the supplemental information if it had not been included in the auditor's
examination.

61.2 Reporting Post Year-end Poolings
Q.

Presumably, a December 31st company could have a
February pooling and be required as of its March 31
quarterly financial statements date to retroactively
include the pooling by presenting the combined operations. Is this correct?

A.

Yes. Using the example, a December 31 company which
has a February pooling cannot show the pooling in the
first issuance of its basic financial statements as of the
preceding December 31, although disclosure is required
in separate columns or footnotes. In financial statements
for the first quarter ended March 31, the combined
operations should be presented for the quarter. Prior
periods presented should be restated on the combined
basis.
Notes to the financial statements should disclose the
details of the results of operations of the previously
separate companies for the period before the combination is consummated that are included in current combined net income.

56
64.d

61.3 Pooling of Interests Consummated after the
Year-end — Registration Statement Requirements
Q.
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Prior to the issuance of Accounting Principles Board
Opinion 16, poolings consummated after a year-end, but
before the issuance of financial statements covering
only the fiscal year just ended, had been given effect to
in the financial statements as if the merger had been
consummated as of the date of the fiscal year end. APB
Opinion 16, paragraph 61, now provides that no such
retroactive effect be given to the transaction until a
company issues its financial statements for a period
including the date the pooling is consummated. What is
the proper presentation of financial statements and the
type of opinion that can be rendered when a company
consummates a pooling after its year-end and then files
financial statements in a registration statement prior
to the issuance of financial statements in the year of
registration?
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A.

3/31/72

For the purpose of registration statements, both the
historical (primary) financial statements as included in
the annual report to shareholders and supplemental
combined (pooled) financial statements should be filed.
The latter are unchanged from the substance of the
historical except for giving retroactive effect to the
pooling of interests.
The treatment in the registration statement should be
designed so that the auditor does not express the same
opinion as of the same date on two entirely different
sets of financial statements, one including the enlarged
entity. The problem is further complicated when the
pooling of interests was consummated prior to the date
of the auditor's opinion but, of course, after the end of
the fiscal year being reported upon and the company
has not yet issued financial statements for a period
including the date the transaction was consummated.
It is clear that nothing took place after the date of the
auditor's opinion to warrant the two different bases of
reporting. Thus, in the circumstances described, one
set of statements is "supplemental information" as
those words are used in APB Opinion 16, paragraph 61.
The problem diminishes once a company has isssued
complete financial statements for a period covering the
date the transaction was consummated. They may be
unaudited interim financial statements. At this time the
company should give effect to the pooling consummated
within the period of the statements and restate all prior
periods presented in its historical (primary) financial
statements. No supplemental statements are required.
If the auditor has not extended his examination to include
the period of the transaction, he may nevertheless express an opinion as of the close of the previous fiscal
year on the pooled basis without the label "supplemental",
as such prior period statements have now become the
primary financial statements of the enlarged entity. The
complete financial statements (usually unaudited) of the
so-called stub period of the fiscal year in which the
combination was consummated and the statements for
prior periods presented would, of course, be filed in
the registration statement on a pooled basis.
If "combined" (pooled) financial statements have been
filed in Forms S-1, S-8, etc. before the Form 10-K is
filed, there should be a note to the Index to Financial
Statements in the 10-K that refers to the previous filing
and indicates that such statements contained therein
gave retroactive effect to the merger on
with
_
accounted for as a pooling of
interests. Notwithstanding, the 10-K financial statements
must be those contained (with the supplemental information called for by paragraph 61) in the annual shareholders' report.

Also, the 10-K must contain, under item 2, a five year
pro forma pooled summary (or statement) of earnings
in addition to the unpooled figures.
The schedules which follow cover registration statement
situations.

61.3 Pooling of Interests Consummated
after the Year End
Schedule 1
REGISTRATION OF COMPANY A SHARES AFTER A POOLING
OF INTERESTS CONSUMMATED AFTER FISCAL YEAR END
SITUATIONS

A N N U A L R E P O R T S ( N O T E 1)
Opinion
Date

Primary
Financial
Statements

Labeled
"Supplemental"
(Note 4)
Columnar

2/15/X2

1/31/X2

Unpooled
12/31/X1

Not
Applicable

1/15/X2

1/31/X2

Unpooled
12/31/X1

Situation

Date
Pooling
Consummated

1 and 3

2 and 4

Notes

Describe
Plan
initiated
9/30/X1
(Note 2)
"Supplemental" pooled, either
Columnar or in Notes as of
12/31/X1. Covered by Opinion
of Auditor. (Note 3)

Notes
1. See Schedule 2 for Registration Statement requirements in these situations.
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2. Assume this share exchange offer is contingent on Company A obtaining substantially
all shares of Company B.
3. May be only a note, per APB Opinion 16, paragraph 65, absent a registration statement. Columnar preferred if possibility of filing a registration statement exists.
4. The word "supplemental" is used here because it appears in APB Opinion 16, paragraph 61. Other descriptions might be "Supplemental Information",
"Combined",
"Retroactively Pooled", etc.

Comment:
If pooling is consummated in the second quarter and Registration Statement filed
with only a first quarter stub period, refer to situations 1 and 2 in interpolating the
solution.
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61.3 Pooling of Interests Consummated
after the Year End
Schedule 2

SITUATIONS
(Same as Schedule 1)

Situation
1
See
Schedule 3
for
Opinion

2
See
Schedule 3
(Situation 2)
for
Opinion

REGISTRATION

Complete
Historical
Date
(Primary)
Pooling
Filing Opinion
Financial
Consummated
Date
Dates
Statements
2/15/X2
2/28/X2 1/31/X2 Separate
(except Statements
of issuer
for the
required
pooling
of inas of
terests
12/31/X1
with Co.
Balance
B for
Sheet
which
3 year
the
Surplus
date is
5 year
2/15/X2)
Funds
5 year
Income
(S)
1/15/X2

2/28/X2 1/31/X2

Separate
Statements
of issuer
required
as of
12/31/X1
as above
(S)

Labeled
"Supplemental"
Financial
Statements
Pooled to
12/31/X1
Balance
Sheet
3 year
Surplus
5 year
Funds

STATEMENT

Summary
of
Earnings
Pooled
12/31/X1
usually
the complete
five
years
of supplemental
income
statements

Stub
Period
(Unaudited)
None

Pooled
12/31/X1
usually
the complete
five
years of
supplemental
income
statements

None

(R)

Also
required
Pooled
12/31/X1
as above

(R)

3
See
Schedule 4
for
Opinion

4
See
Schedule
(Situation 4)
for
Opinion

2/15/X2

1/15/X2

5/15/X2 1/31/X2
Pooled
(except
(R)
for the
pooling
Audited
of into
terests
12/31/X1
with Co.
only
B, as explained
in Note
1, for
which the
date is
2/15/X2)
5/15/X2

1/31/X2

Pooled
Audited
to
12/31/X1
only

Not
Applicable
since Stub
Period
Presented

Not
Applicable
since Stub
Period
Presented

Pooled

(R)

Audited
to
12/31/X1
only

Pooled
Audited
to
12/31/X1
only

Pooled
3/31/X2
Unaudited
3 mos.
ended
3/31/X2

Pooled
3/31/X2
Unaudited
3 mos.
ended
3/31/X2

(R) = Reconciled in footnotes to the "unpooled" separately published historical financial
statements or revenues and net income of both companies shown separately as
illustrated in Schedule 5.
(S) = The separate financial statements of the Company other than the issuer may also
be presented with the separate opinion of the other auditor.
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61.3 Pooling of Interests Consummated
after the Year End
Schedule 3
Situation 1
OPINIONS OF I N D E P E N D E N T ACCOUNTANTS
We have examined the accompanying consolidated
statement of financial position of Company A and its
subsidiaries at December 31, 19X1
as we considered necessary in the circumstances.
In our opinion, the financial statements referred to
above present fairly the consolidated financial position
of Company A and its subsidiaries at December 31,
19X1
consistently applied.
We also made a similar examination of the supplementary consolidated statement of financial position of
Company A and its subsidiaries at December 31, 19X1,
the related supplementary consolidated statements of
retained earnings and capital in excess of par value of
common stock for the three years then ended and the
related supplementary consolidated statements of income (appearing elsewhere herein) and source and application of funds for the five years then ended. The
supplementary statements give retroactive effect to the
merger with Company B on February 15, 19X2, which
has been accounted for as a pooling of interests as
described in Note 1.
The consolidated financial statements of Company B
and its subsidiaries, included in the supplementary consolidated financial statements of Company A, were
examined by other independent accountants whose report
thereon was furnished to us.
In our opinion, based upon our examination and the
aforementioned report of other independent accountants,
the supplementary financial statements present fairly
the consolidated financial position of Company A and its
subsidiaries at December 31, 19X1, the consolidated results of their operations and the source and application of
funds for the five years then ended, after giving retroactive effect to the merger with Company B as described
in Note 1, all in conformity with generally accepted
accounting principles consistently applied.
City, State
January 31, 19X2
(except for the pooling of interests with
Company B for which the date is February 15, 19X2)

5
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Situation 2
Same as Situation 1 except the Opinion is not double
dated and the date in the third paragraph of the Opinion
is January 15, 19X2 instead of February 15, 19X2.

61.3 Pooling of Interests Consummated
after the Year End
Schedule 4
Situation 3
OPINIONS OF I N D E P E N D E N T ACCOUNTANTS
We have examined the accompanying consolidated
statement of financial position of Company A and its
subsidiaries at December 31, 19X1 . . . . as we considered necessary in the circumstances.
The consolidated financial statements of Company B and
subsidiaries, included in the accompanying statements,
were examined by other independent accountants whose
report thereon was furnished to us.
In our opinion, based on our examination and the aforementioned report of other independent accountants, the
financial statements referred to above present fairly
the consolidated financial position of Company A and its
subsidiaries at December 31, 19X1 and the consolidated
results of their operations and the source and application
of funds for the five years then ended, all in conformity
with generally accepted accounting principles consistently applied.
City, State
January 31, 19X2
(except for the pooling of interests with
Company B, as described in Note 1, for
which the date is February 15, 19X2)

Comment: Note that the financial statements are no
longer labeled Supplemental, but assume that
Note 1, as in Situations 1 and 2, describes
the merger.
Situation 4
Same as Situation 3, except the Opinion is not double
dated.
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61.3 Pooling of Interests Consummated
after the Year End
Schedule 5
COMPANY A AND ITS SUBSIDIARIES
SUPPLEMENTARY CONSOLIDATED STATEMENT
OF EARNINGS
The following supplementary statement of earnings for
the five years ended December 31, 19X1, has been examined by Touche Ross & Co., independent certified public
accountants, whose opinion (which is based in part of
the opinion of other independent accountants) appears
elsewhere in this Prospectus. As described in Note 1,
this statement gives retroactive effect to the merger
of Company A with Company B on February 15, 19X2,
which has been accounted for as a pooling of interests.
This statement is supplementary to the consolidated
statement of earnings and should be read in conjunction with the other Company A consolidated financial
statements and notes thereto appearing elsewhere
herein.
Revenue:
19X1
19X0, etc.
Company A as shown in its
consolidated statement of
income included elsewhere
herein
XXX
Company B as previously
reported
XXX
Combined
XXX
(In this area insert the usual
other captions, with the
amounts on a combined basis)
Net income:
Company A as shown in its
consolidated statement of
income included elsewhere
herein
XXX
Company B as previously
XXX
reported
XXX
Adjustment for a change in
accounting to conform
Company B policy with
Company A (a)
XXX
Combined
XXX
(In this area insert the usual
earnings per share information,
with the amounts on a combined
basis.)
Notes:
(a) It has been the policy of Company A to
(b) Etc.
56
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62.1 Outstanding Tender Offer at
Financial Statement Date
Q.

If a pooling is initiated but not consummated as of a
financial statement date but most of the stock has been
tendered, should combined operations be presented as
though consummated? If not, how is the stock which was
acquired to be presented?

A.

The financial statements should disclose that a pooling
had been initiated but not consummated as of the balance
sheet date, and disclose the expected effect on operations for the current period and prior periods presented.

64.1 Disclosures of a Pooling in Single Year Statements
Q.

Can the "prior year effect"
from single year statements?

of a pooling be omitted

A.

The opinion is not specific on this point. However, in
order to be consistent with the requirements contained
in SAP 44, when comparative statements are not presented, the pooled data for the preceding year should
be included in a footnote to the single year statements.
SAP 44 indicates: "When single year statements only
are presented . . . a note to the financial statements
should adequately disclose the pooling transaction and
state the revenues, extraordinary items and net earnings of the constituent companies for the preceding
year on a combined basis. In such instances, the disclosure and consistency standards are met. Omission
of disclosure of the pooling transaction and its effect
on the preceding year would require a qualification as
to the lack of disclosure and consistency in the independent auditor's report."

67.c.1 Purchase Using Stock of Closely Held Company
Q.

Where the fair value of assets received is more clearly
evident than the fair value of the stock issued, such as
by a closely held company, is there a presumption that
no goodwill will result?

A.

Footnote 9 to paragraph 67.c specifies that, regardless
of the method of determining cost, an asset acquired
may be an entire entity with intangible assets, including goodwill.
Despite the inability to obtain a clearly evident value
of stock issued (which condition might most frequently
be proclaimed for a closely held company), certainly
every effort should be used (including, for example,
industry price/earnings ratios, counsel by investment
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bankers, etc.) to "range" the fair value of the stock.
Where a publicly held company is acquired by a privately held company, some indication of the goodwill
might be obtained by observing the difference between
overall market value of the potential acquiree's stock
prior to commencing negotiations, as compared with the
fair value of net assets, excluding goodwill, subsequently
acquired.
In short, it would be fair to state that goodwill should be
expected in acquisitions of entire business entities even
though the fair value of consideration given may not be
the more clearly evident. Where, however, the substance
of an acquisition is the obtaining of specific readily
marketable assets (e.g., a marketable securities portfolio), it is probable that no goodwill exists.

67.c.2 Discounting Restricted Stock
Q.

In a purchase transaction, is there some basis for disdiscounting restricted stock?

A.

Given the practical rule that the cost of assets acquired
by issuing shares of stock is determined either by the
fair value of the consideration given or the fair value of
the property acquired, whichever is more clearly evident, the extent of restrictions on a particular stock may
require that the net assets obtained be evaluated to determine cost. In the more usual situation, it will be possible to value the restricted securities at some discount
from the value of similar unrestricted securities. SEC
Accounting Series Releases 113 and 116 discuss some
aspects of valuing restricted securities. In a material
situation, the advice of an investment banker should be
secured.

74

23

The determination of the fair value of restricted securities issued in a purchase is simply a more difficult
extension of the explanation in paragraph 74 that the
quoted market price of an equity security may usually
be used to approximate the fair value of an acquired
company after recognizing possible effects of price
fluctuations, quantities traded, issue costs and other
factors described in paragraph 23.

76.1 Registration Costs in a Purchase
Q.

58

(J of A, 1/72) If a company issues previously registered
equity securities in a business combination accounted
for by the purchase method, the fair value of the securities issued is credited to the capital accounts of the
issuing corporation. However, if the securities issued
have not been previously registered, paragraph 76 of
APB Opinion 16 specifies that the costs of registering
3/31/72

and issuing equity securities are a reduction of the
otherwise determinable fair value of the securities. How
should a corporation account for the costs of a registration which will not be undertaken until after the securities are issued?
A.

88.h

A publicly held company issuing unregistered equity
securities in an acquisition with an agreement for subsequent registration should credit the fair value of the
securities (the otherwise determinable fair value less
registration costs) to its capital accounts. The present
value of the estimated costs of registration should be
accrued as a liability at the date of acquisition (see
paragraph 88.h) with an immediate charge to the
assets acquired (in most cases, to "goodwill"). Any
difference between the actual costs of registration and
the amount accrued at the payment date (the original
accrual plus imputed interest) would be an adjustment
to the recorded goodwill. Total assets (including goodwill) and total capital will thereby be recorded at the
same amounts as if previously registered securities
had been issued except for any difference in fair value
ascribed to restrictions prohibiting sale of the securities
at time of issuance.
Agreements for the subsequent registration of unregistered securities issued in business combinations often
specify that the securities will be registered "piggyback" (that is, included in the registration of a planned
future offering of other securities). In such a case, only
the incremental costs of registering the equity securities
issued in the acquisition would be accrued or subsequently charged to "goodwill" as described above and
amortized prospectively over the remaining term of the
period of amortization of the initial goodwill.

77.1 Recording Settlements of Contingent
Issuance Agreements
Q.

In a purchase transaction, when a contingency is satisfied at a later date by the issuance of additional securities or other consideration, how is it to be recorded?

A.

All consideration should be recorded at the date of purchase, including contingent consideration where the
amounts are determinable. In those cases where the
contingency could not be valued or was misestimated at
the date of purchase, the accounting upon settlement of
the contingency will vary depending upon the nature of
the contingency and the consideration used in settlement.
Contingencies based on earnings will result in additional
cost of an acquired company, usually an increase of
goodwill to be amortized over the remaining life initially
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assigned to the goodwill. Other contingency settlements
should result in a reduction of the amounts initially
assigned to securities issued in the transaction. Combination contingencies, for example, those based on both
future earnings and future security prices, will have to
be analyzed to determine the extent of additional consideration applicable to each factor.
If debt securities represent the consideration given in
satisfaction of a contingency based on security prices,
valuing debt securities previously issued at their later
fair value results in recording a discount, to be amortized from the date the additional securities are issued.

77-86

Where an issuer believed the contingent consideration
to have been determinable at date of the purchase transaction and therefore recorded an amount applicable
thereto, and subsequent facts prove this determination
to have been wrong, the necessary adjustment, if material, would appear to be (but is not) a correction of an
error. Therefore it should not be handled by retroactive
restatement. We believe this is inappropriate given the
other provisions for handling contingencies in paragraph
77 through 86 and think it more consistent that such adjustment be made as of the date of its determination.

79.1 Deferred Payment Shares
Q.

Some purchase agreements provide for later issuance
of shares at different time intervals subject to maintaining an earnings level or the market price of stock.
If only a small down payment of shares is made at the
consummation date should all the future issuances be
considered contingent shares which are not to be recorded until issued? If any are recorded at the consummation date, should interest be imputed on shares to be
issued later?

A.
78

Some agreements calling for contingent shares may
really represent, in whole or in part, deferred payments of a virtually agreed upon total price.
Deferred payment shares may be implied by a small
down payment, by a limitation placed on the extent of
any adjustments for contingent events such as future
earnings levels, or by a provision for alternative payment in cash or other property. Although shares issuable in the future which represent deferred payments
may not be precisely determinable, they should be differentiated from contingent shares. It is necessary to
make a reasonable approximation at consummation date
of the shares which represent deferred payments, where
the agreement is not explicit because contingent shares
are also involved. Any differences would be adjusted at
the time the contingent share issuances are resolved.

88.g
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80.1 Goodwill Resulting from Old Earnouts
Q.

In a purchase transaction consummated before November
1, 1970, if there is a contingent earnout provision which
is resolved after October 31, 1970, the additional consideration is considered an additional cost of the acquired assets and often will be added to goodwill. Is such
goodwill increment subject to mandatory amortization?

A.
97

Paragraph 97 indicates that the provisions of the Opinion
are effective with respect to business combinations
initiated after October 31, 1970, although they may be
optionally applied to business combinations initiated
before November 1 and consummated after October 31,
1970 in accordance with the terms prevailing at October
31. Inasmuch as the goodwill resulting from a contingent
earnout as described in the question results from a
transaction concluded before November 1, there would
be no requirement for amortization of goodwill.

33

The first sentence of paragraph 33 of Opinion 17 seems
to require amortization in stating that the provisions of
Opinion 17 shall be effective to account for intangible
assets acquired after October 31, 1970. However, paragraph 33 clarifies this confusion in explaining that intangibles recognized in business combinations which
straddle the effective date have optional treatment.
Of course, for some companies, it will look odd to have
some layers of goodwill being added after the effective
date of these Opinions without such goodwill being subject
to mandatory amortization. Appropriate disclosure will,
of course, be required.

84.1 Interest on Contingently Issuable Debt
Q.

If an acquisition agreement for a purchased company
includes a provision for additional consideration payable
in notes (interest payable to the escrow agent who holds
the notes accruing from date of consummation), how
should interest be treated during the contingency period?

A.

Amounts paid to an escrow agent representing interest
on securities held in escrow should be accounted for according to the accounting for the securities. That is,
until the disposition of the securities in escrow is resolved, payments to the escrow agent should not be
recorded as interest expense. An amount equal to the
interest later distributed should be added to the cost of
the acquired assets at the date distributed and amortized
over the remaining life of the assets. Normally this will
be at the end of the contingency period. Until such time,
the interest paid should be treated as a deferred charge.

3/31/72

Because the amount accrued each year for interest will
be deducted by the company in computing taxable income,
the resulting tax benefit should be treated as a timing
difference.

88.1 Continuation of Deferred Tax Accounts
Q.

In a business combination accounted for as a purchase,
may the acquired company carry forward in its separate
financial statements a pre-acquisition deferred tax account, which would be eliminated in consolidation?

A.

In a purchase, the net assets of an acquired company
are recorded using a new basis of accounting which
recognizes difference between the tax basis of assets
and their fair values as an adjustment of the new valuation basis, discounted as appropriate. Furthermore,
the new differences are not timing differences, which
is a requirement for deferral of taxes under APB
Opinion 11.
If the acquired company was liquidated and emerges in
another corporation, the deferred tax account must be
eliminated for purposes of the separate financial statements of the subsidiary. Even where the acquired company does not change its legal entity, eliminating the
deferred tax accounts (and using all other fair-value
applications) is a TR preference, but not mandatory.

89

88.2 Subsequent Utilization of Loss Carryforwards
Q.

In a business combination accounted for as a purchase,
how should the tax benefits of an unrecorded loss carryforward realized subsequent to the date of acquisition
be treated if goodwill is not present?

A.

Subsequent tax benefits must be considered a retroactive
adjustment of the purchase price. If the benefits reduce
the purchase price to an amount that is less than the
fair value of the acquired assets, such difference should
be allocated to reduce proportionately the values assigned
to noncurrent assets. Amortization of the assets affected
to the extent adjusted should be prospective from the
date the benefits were realized (see also paragraphs 87
and 91, and paragraph 49 of APB 11).

87
91

88.c.1 Recognition of Manufacturing Profits
in Inventory Values
Q.

What is the purpose of stepping up inventory values in
purchase transactions to include manufacturing profits?

A.

The Board has, in effect, taken the position that part of
the profit relating to the inventories is earned in the
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manufacturing process; not all of it comes in the selling
process. It is also based on the belief that, should anyone
want to acquire in a bulk transaction a replacement for
those inventories in exactly the same stages of completion, the least that the seller would expect is a profit
for manufacturing efforts.

88.c.2 Preserving a LIFO Base
Q.

In a purchase transaction, if the inventory of the acquired company is valued at LIFO, can this valuation
method be carried over in the purchase?

A.

The LIFO inventory valuation may not be carried over
in a purchase transaction. Paragraph 88.c specifies that
at least finished goods and work in process are to be
recorded by the acquiring company based on estimated
selling prices, and that raw materials should be valued
at current replacement costs.
This answer seems applicable even if the acquiring corporation uses the LIFO method of inventory valuation
overall or with respect to the kind of inventory presently being acquired. Of course, there is nothing to
prevent the acquiring corporation from "readopting"
LIFO with respect to these acquired inventories after
their acquisition, provided that the excess of fair value
over LIFO value at acquisition date is included in the
combined company inventories at that date and subsequently finds its way into the combined company
earnings statement as appropriate.
Questions have been raised as to how a company may
retain the LIFO tax basis of an acquired company if they
are required in an acquisition to revalue the inventories
as specified in paragraph 88.c. At present the LIFO tax
basis cannot be retained. This question is particularly
important given the revocation of revenue ruling 69-17,
under which it had been possible, in certain circumstances, to use FIFO for financial statements and LIFO
for tax purposes.
One proposal advanced, and now being considered by the
Internal Revenue Service, which has some merit, is that
the excess of fair value over LIFO costs at the date of
acquisition should be classified as a separate appropriately described item in the inventory section of the
combined company balance sheet (or less preferably as
an earmarked part of the goodwill account). Subsequent
mechanics might get extremely complicated, however,
in that there is no justification for financial statement
purposes for carrying forward the original LIFO base
of these inventories in the combined company statements. This might suggest that the separate line item
for the initial excess might have to be regularly ad-
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justed to give effect to the LIFO-based determination,
for financial statement purposes, as of the effective
date of the combination. Whether the Internal Revenue
Service will accept this, in those cases where the
mechanics are manageable, is still not known, although
the debate has been going on for over a year.

88.C.3 Allocation of Excess Purchase Cost
Q.
88.d
89

Company A acquires Company B in a transaction accounted for as a purchase but which is a tax free exchange for tax purposes. Both companies have been
and continue to be profitable. Company B has depreciable assets (10 years depreciable life, no salvage)
with a current replacement cost of $5,000,000 and a tax
basis of $3,000,000 and has inventories with a tax basis
of $500,000 which cannot be sold and are worthless. The
purchase price paid for Company B is $5,000,000 in
excess of the net book value of Company B. What portion
of the excess purchase price should be allocated to depreciable assets and inventories?

A.

In the case of depreciable assets, a computation should
be made of the amount of additional income taxes that
will be payable in the future resulting from the nondeductibility of the difference between the current replacement cost ($5,000,000) and the tax basis ($3,000,000)
at the assumed tax rate, say 50%, or $1,000,000. This
amount of tax would have to be discounted to its present
value because it is created by ten $100,000 consecutive
annual increments. Assuming that the discounting rate
gives a present value of $700,000 for the $1,000,000
future tax, $1,300,000 of the excess purchase price
($5,000,000 —$700,000 —$3,000,000) would be allocated
to depreciable assets. The adjusted purchase basis of
$4,300,000 would be depreciated over the remaining
useful life of the assets in the conventional manner with
annual charges to depreciation expense. No adjustment
should be made to annual income tax expense because
the book tax difference is considered permanent by
paragraph 13, APB Opinion 11.
In the case of the worthless inventories, the future tax
benefit of $250,000 ($500,000 book value — "0" present
value x assumed 50% tax rate) should be recorded as a
future tax benefit if realization is assured beyond a
reasonable doubt. When the tax benefit is subsequently
realized, the tax benefit account should be closed to
accrued Federal income taxes.
We do not regard this treatment as a violation of the APB
Opinion 16 prohibition of recording deferred income
taxes. We reason that this is not really a "timing difference" in the sense used in APB Opinion 11, but rather
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is the recognition that the asset purchased is a future
tax benefit.
If future realization of the tax benefit is not assured beyond a reasonable doubt, the tax benefit should not be
recorded until it is realized. When realization occurs,
the tax benefit should be recorded as an adjustment of
goodwill and accrued Federal income taxes.

88.c.4 Valuation of Work in Process of Contractors
Under the Completed Contract Method in
a Purchase Combination
Q.

When a contractor, construction company, etc. is acquired in a purchase combination a problem arises in
the valuation of the work in process. When the acquiring
company plans to follow the completed contract method
subsequent to acquisition, problems may arise in getting
a reasonable comparability between the first period after
combination and subsequent periods. If the work in process at the date of acquisition is valued at an amount which
includes the profit element related to the work done to
that date, the real effect is to value that inventory on the
percentage of completion method. However, at the end
of the accounting period the inventory will be valued on
the completed contract method and would contain no
similar profit element for work in process at that time.
As a result, the initial period after acquisition would
normally have a significantly lower amount of profit
than might be expected to be normal. Under these conditions, should the work in process inventory be valued
to include the profit element relating to the work done
in the inventory at acquisition?

A.

Yes. If the profit element in the inventory acquired
were not recognized as a part of the inventory costs,
this profit element would be reported as profit by the
acquiring company. However, the acquiring company
has not earned that profit, but has purchased it. If the
profit element is not included as part of the inventory by
the acquiring company, the result would be to permit
the acquiring company to recognize a portion of its
purchase price as profit in the period following the
acquisition. The work in process inventory should be
valued in accordance with paragraph 88c, and any resulting profit effect that may result should be explained
fully in a footnote.

88.e.1 Valuation of Favorable Leases
Q.
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A valuation criterion indicates that one of the intangible
assets which should be valued is a favorable lease. How
is this measured?

A.

88. d

A favorable lease would be one where the facilities
could presently be rented only at a higher cost (for this
purpose, cost encompasses more than the payment
amount, it also considers other non-monetary terms of
the contract). The intangible asset to be recorded in this
situation represents the present value of this cost differential, which would be written off over the appropriate
lease term.
The term "favorable lease" is not directly related to the
issue of "capitalized leases." APB Opinion 5 requires
the capitalization of leases in certain circumstances.
Presumably, a lease not qualifying for capitalization by
the acquired company should not have to face this prospect as part of the purchase transaction, unless, of
course, the terms of the lease are changed substantively at the time of the purchase so as to then constitute
a new lease.
A question could be raised concerning a lease capitalizable under the provisions of Opinion 5 which escaped
capitalization because it was entered into prior to the
effective date of that Opinion. We conclude that such a
lease should be reevaluated in the purchase transaction
and capitalized if then appropriate. If one of the assets
being acquired in a business combination accounted for
as a purchase is an unrecorded lease, capitalizable
under the provisions of Opinion 5, not only should its
favorable aspects be recorded, but the basic property
ownership or rights aspect should also be recorded
(paragraph 88.d).

88.e.2 Intangibles with Indeterminable Fair Value
Q.

When the value of intangible assets, such as broadcasting licenses or airline routes is indeterminable is it
appropriate to assign the excess of purchase price over
identifiable net assets acquired to these intangibles,
rather than describing such excess as goodwill? If
future tax benefits attributable to net operating losses
of the acquired company are subsequently realized, must
they be allocated to reduce proportionately the values
assigned to all noncurrent assets, or should they be
allocated to the broadcasting licenses or airline routes
first?

A.

Footnote 12 to paragraph 88 states that identifiable
assets should not be included in goodwill, but should be
recorded at fair value based upon the guidelines set
forth in the Opinion. Thus appraised values of these
intangibles should be determined and assigned as a part
of recording the acquisition. However, if the fair value
is not determinable, yet evidence clearly shows that

66

3/31/72

27-29 17

the difference between the purchase price and identifiable net assets acquired is attributable to these intangibles (not goodwill), it would be appropriate to assign
this amount to the intangibles. Amortization, of course,
is required by APB Opinion No. 17, paragraphs 27
through 29.
Because the intangibles are more akin to goodwill than to
hard assets or other identifiable intangible assets, the
future tax benefits of net operating losses should be
offset first against the intangibles rather than allocated
to reduce proportionately the values assigned to all
noncurrent assets. In ordinary circumstances, if goodwill is not present, the amount should be allocated
proportionately to noncurrent assets.

88.h.1 Pension Accruals
Q.

In a business combination to be accounted for as a
purchase, assume that the acquired company has a pension plan in which there is an excess of the actuarily
computed value of vested benefits over the amount of
the pension fund. Should such vested benefits be discounted to their net present value?

A.

No further discounting is necessary. Actuarily computed
value of vested benefits by definition, as stated in APB
Opinion 8, is the present value of the benefits. As explained in Footnote 13 of Opinion 16, an excess of such
benefits over the pension fund is used if it is greater
than the accrued costs based on the accounting policies
of the acquiring company.
If an accrual remains unpaid the actuarial computations
will include an interest charge on this unpaid amount.
A significant disparity between the rate charged in
actuarial computations will include an interest charge
on this unpaid amount. A significant disparity between
the rate charged in actuarial computations and the current market rate of interest might, however, require
present valuing all future payments to set up the accrual.

89.1 Deferred Taxes in a Purchase Transaction
Q.

Must deferred taxes of a purchased company be eliminated, or set up for differences in bases?

A.

The market or appraisal values of particular assets and
liabilities may differ from the income tax basis of these
items. Estimated future tax effects of differences between the tax basis and the book basis of assets and
liabilities carried forward are a variable in determining
the fair value of such assets. Paragraph 89 clearly states
that the acquiring corporation should not record deferred
tax accounts at the date of acquisition.
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The excess of fair value assigned to depreciable property assets over their tax basis (assumed for this purpose to be the same as book) signifies that depreciation
in the future financial statements relating to such assets
will not be fully deductible for tax purposes. Accordingly,
the valuation excess would be halved (assuming a normal
corporate tax rate), taking this nondeductibility into
account. Further, the halved excess should be discounted
to take into account the probable timing of expiration of
the difference.
Since this difference is not a timing difference as described by Opinion 11, the question should not arise as to
the acceptability of effectively recording a deferred tax
charge in those cases where a loss carryforward situation exists.
The application of paragraph 89 is perhaps more difficult
when the deferred taxes of the acquired company relate
to timing differences not represented by assets or liabilities on the balance sheet. For example, the construction
contractor who follows the percentage of completion
method for statement purposes and the completed contract method for tax purposes will have deferred tax
accounts relating to the excess of profits reported for
book purposes over those reported for tax purposes. It
is conceivable, however, that some or all of the profits
reported for financial statement purposes but not yet
taxed have already been collected, and to our knowledge
no one has carried cash net of tax. Where the untaxed
profits have already been collected, the applicable deferred tax will have to be treated as a current liability
for income taxes as there seems no other appropriate
place to put it.

91.1 Measuring Negative Goodwill
Q.
A.
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What considerations are there in determining negative
goodwill in a stock deal?
There is a presumption in the Opinions that negative
goodwill will rarely exist, and that the net assets being
valued in a purchase should have inherent in them a
lower valuation somewhat corresponding to the purchase
price. However, there will still be those rare cases of
bargain purchases, such as the listed company whose
stock is selling considerably below book value. If such a
company has a low price/earnings ratio, and a tender
offer is made by a company with a high price/earnings
ratio, conceivably a considerable amount of negative
goodwill could arise. Consider the following in determining whether negative goodwill exists:
1. A question should be raised as to whether the stock
being offered really has a value more readily deter3/31/72

75

minable than the assets being acquired. The services
of investment bankers should be used to evaluate the
probable effect on the issuing company's stock as a
result of making the offer, especially if the total
stock offered is large in relation to the presently outstanding issuing company stock. The action in the
market of both company stocks before and after the
announcement of exchange would also be significant
in setting valuation.
2. Paragraph 75 of the Opinion suggests that there may
be cases where the quoted market price is not fair
value of the stock issued, and that the consideration
received should be estimated even though measuring
directly the fair values of assets is difficult. Paragraph 75 was intended to cover situations where the
purchase price of an acquired company could be less
than the quoted market value of the stock issued due
to such factors as blockage, thin market, restrictions,
etc. While in general it was not intended to indicate
that the purchase price of an acquired company
might be higher than the quoted value of the shares
issued, it is possible that a particular significant
purchase where, for example, the issuing company
doubles its stockholders' equity, there could be a
drastic effect, perhaps upward, in the value of the
issuing company's stock, and this possibility should
be considered when valuing the shares issued.
After the consideration given is properly valued, if
there is still an excess of fair-valued net assets received over consideration given, paragraph 91 is
quite clear that it should first be applied proportionately as a reduction of all noncurrent assets except
investment in marketable securities, until all such
amounts are written down to zero. If any excess remains at that point, then it is to be classified as negative goodwill and amortized over an appropriate
period not to exceed forty years.

91.2 Negative Goodwill in Step Acquisitions
Q.

Assume a company acquires a majority interest of
another company for cash before October 31, 1970 and
records negative goodwill. Will a later acquisition of
the minority interest result in a different treatment of
negative goodwill, if any, because of the Opinion 16 requirement that it be credited first to long-term assets?

A.

In this situation, the substance of the transactions is to
acquire the other company. Consistent treatment of the
negative goodwill would seem to be more appropriate
even though it technically conflicts with APB Opinion 16,
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87

98

particularly if negative goodwill is substantial. It seems
illogical to use a different accounting treatment for the
transactions merely because they straddle the effective
date of the Opinion. This answer presumes, of course,
that long-term assets have been increased or reduced
at each date to reasonable fair values before computing
negative goodwill.
Because the Opinion specifically prohibits retroactive
application, the earlier transaction should be the basis
for consistency and therefore negative goodwill in the
later transaction would be recorded without reduction
of long-term assets to amounts below fair values.
Caution: the same conclusion is not necessarily proper
where both positive and negative goodwill occur in a
step acquisition.

91.3 Negative Goodwill Becomes Income
Q.

In a purchase transaction where an excess of fair values
of assets acquired over cost is allocated to non-current
assets of the acquired corporation, is the amount so
allocated recognized as income if the noncurrent assets
are sold shortly after their purchase?

A.

If at the time of the consummation of the purchase
transaction it was intended that the assets would be sold
off, then they should be valued at net realizable value,
and no portion of the negative goodwill should be allocated to such assets unless there is absolutely no place
else to put it. If the foregoing treatment has been applied,
any gain resulting from an excess of sales price over
the carrying value of the assets should be treated as
income when it arises.

91.4 Proportionate Allocation of Excess of
Value Over Costs
Q.

Assume that in a purchase the total market or appraised
values of identifiable assets acquired less liabilities
assumed exceeds the cost of the acquired company. In
the fair valuation process, the land was written up by a
very significant degree, while equipment, buildings, etc.
remained at relatively the same values. Must the excess
be allocated proportionally based on these revised values?

A.

Yes. After the values of assets and liabilities are established, any excess is applied proportionally to reduce
long-term assets except investments in marketable
securities.
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96.1 Pro Forma Presentation of Purchased
Company Operations
Q.

When presenting required pro forma results (purchased
businesses), should available net operating losses of the
purchased company be reflected in the pro forma results
of operations if the tax benefits of such net operating
losses have not been recorded as part of the purchase
price?

A.
88

No, because: 1) the accounts should be adjusted to their
accounting bases recognized in recording the combination; and 2) such tax benefits have not been recognized
since realization is not assured beyond a reasonable
doubt (APB Opinion 11, paragraph 45). However, APB
Opinion 11, paragraph 63, requires disclosure of the
amounts and expiration dates of net operating losses,
together with the reason for any significant variation
in the customary relationships between income tax
expense and pretax accounting income. This disclosure
should also be made in the pro forma results of
operations.

96.2 Comparative Financial Statements
Q.

In a purchase transaction, must comparative financial
statements be presented?

A.

The Opinion does not specify that comparative financial
statements must be presented as basic financial statements. Paragraph 96 indicates that supplemental information on a purchase transaction must be shown on a
pro forma basis in the notes to the financial statements.
Such pro forma information, which will be on a comparative basis for the immediately preceding year only,
will not be the same information as would appear in
comparative basic financial statements if presented.

97.1 Pooling Under "Old Rules"
Q.

47.a
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(J of A, 12/70) Paragraph 97 of APB Opinion 16 states
that business combinations initiated before November 1,
1970 and consummated on or after that date under the
terms prevailing on October 31, 1970 may be accounted
for in accordance with APB Opinion 16 or the applicable
previous pronouncements of the Board or its predecessor
committee. Paragraph 97 also contains a reference to
paragraph 47.a which, among other things, states that a
combination must be completed within one year after the
plan is initiated to be accounted for by the pooling of
interests method. Does this mean a business combination
initiated before November 1, 1970 must be consummated
within one year after it was initiated to be accounted for
as a pooling of interests under the "old rules"?

A.

98

No, a business combination initiated before November
1, 1970 need only be consummated under the terms in
effect on October 31, 1970 to be accounted for under the
"old rules." There is no time limit for consummating
the combination.
The reference to paragraph 47.a is intended to call
attention to the discussion of a change in terms in that
paragraph and to footnote 5 which specifies that an adjustment after October 31, 1970 in the terms of exchange
in effect on October 31, 1970 always constitutes initiation
of a new plan. A new plan of combination, naturally,
would be subject to the provisions of APB Opinion 16.
To require a business combination initiated before
November 1, 1970 to be consummated within one year
after initiation would be retroactive application of APB
Opinion 16. For example, a business combination initiated on December 31, 1969 would need to be consummated
no later than December 31, 1970 if the Opinion were
retroactive. The Opinion was not intended to be retroactive and retroactive application is in fact prohibited
by paragraph 98 for business combinations consummated
before November 1, 1970.

99.1 Intercorporate Investment at October 31, 1970
Q.

(J of A, 4/71) Paragraph 99 of APB Opinion 16 contains
a "grandfather clause" which exempts minority interests held on October 31, 1970 from certain provisions
of the Opinion in business combinations initiated and
consummated within five years after that date. The
paragraph is written in terms of an intercorporate
investment owned by the corporation which effects the
combination by issuing voting common stock. Does this
paragraph also apply to stock of the issuing corporation
which is owned by the other combining company on
October 31, 1970?

A.

Paragraph 99 was intended to exempt intercorporate
investments owned on October 31, 1970 by all of the
parties to the business combination in the circumstances
described. Thus, stock of the issuing corporation which
is owned by the other combining company on October 31,
1970 may be ignored in computing the 90 percent condition described in paragraph 47.b.

47.b

For example, assume that on October 31, 1970 Baker
Company owned 500,000 of the 3,000,000 shares of the
voting common stock of Adam Corporation. Subsequently,
Adam Corporation initiated a business combination by
offering the stockholders of Baker Company one share
of Adam common for each share of Baker common out72
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standing. The combination was consummated in a single
transaction within one year after initiation and within
five years after October 31, 1970. Of the 1,000,000
Baker common shares outstanding at initiation and consummation, 950,000 shares were tendered to Adam
Corporation. Assume also that the combination meets
all of the conditions of paragraphs 46 through 48 to be
accounted for by the pooling of interests method except
the conditions of paragraph 46.b (no more than 10 percent intercorporate investments) and paragraph 47.b
(the 90 percent condition).
Under paragraph 99 as interpreted here, the business
combination may be accounted for by the pooling of
interests method since the 500,000 Adam shares owned
by Baker Company need not be considered in applying
the conditions of paragraphs 46.b and 47.b. Under the
pooling of interests method, the 500,000 Adam shares
would become treasury stock of Adam Corporation as
specified by paragraph 55.

99.2 Paragraph 99 Is Not Mandatory
Q.

A.

46.b
47.b
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(J of A, 4/71) APB Opinion 16 requires business combinations meeting the conditions of paragraphs 46
through 48 to be accounted for by the pooling of interests method and all other business combinations to be
accounted for by the purchase method. However, paragraph 99 provides a "grandfather clause" permitting
certain exceptions to the pooling conditions for business
combinations which meet the conditions of that paragraph. Under paragraph 99 the accounting treatment is:
(1) the excess of cost of the investment in common stock
acquired prior to November 1, 1970 over equity in net
assets when the stock investment was acquired is allocated to identifiable assets and goodwill regardless of
the percentage of ownership on October 31, 1970 and
(2) the pooling of interests method is applied for the
common stock issued in the combination if the combination meets the conditions for accounting by the pooling
of interests method. That is, the combination is accounted
for as a "part-purchase, part-pooling." Is the application of paragraph 99 mandatory for a business combination meeting the conditions of that paragraph?
No, the accounting described in paragraph 99 is an
election available to an issuing corporation to apply the
pooling of interests method to account for a business
combination not otherwise meeting the conditions of
paragraphs 46.b and 47.b. Paragraph 99 specifies "the
resulting business combination may (emphasis added)
be accounted for by the pooling of interests method
provided. . . ."
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Paragraph 99 applies only for intercorporate investments held at October 31, 1970 and to business combinations completed within five years after that date. The
provision was inserted to avoid retroactivity by allowing
pooling of interest accounting for a combination that
would not have met the conditions of paragraphs 46.b
and 47.b because an intercorporate investment held at
October 31, 1970 then was near or exceeded 10 percent
of the outstanding voting common stock of the combining
company.
A business combination meeting all of the conditions of
paragraphs 46 through 48 as well as the conditions of
paragraph 99 would be accounted for by the pooling
of interests method. Paragraph 99 would not apply and
the intercorporate investment would be accounted for as
described in paragraph 55. A business combination
meeting the conditions of paragraph 99 but not otherwise meeting the conditions of paragraphs 46.b and
47.b may either be accounted for as a "part-purchase,
part-pooling" as described in paragraph 99 or as
a purchase.

99.3 Changes in Intercorporate Investments
Q.

(J of A, 4/71) How do sales of investments in another
corporation's voting common stock owned at October 31,
1970 and acquisitions of additional investments of the
same class of stock after that date affect computations
under the "grandfather clause" in paragraph 99 of APB
Opinion 16?

A.

Sales after October 31, 1970 of investments in another
corporation's voting common stock which was owned at
that date are always considered as reductions of the
common stock to which the "grandfather clause" in
paragraph 99 applies, in other words, on a first-in,
first-out basis. This reduction is made even though the
common stock sold is identified as having been acquired
after October 31, 1970.
The "grandfather clause" in paragraph 99 does not
apply to acquisitions after October 31, 1970 of voting
common stock of the same class as was owned at that
date. Any stock so acquired is therefore subject to the
conditions of paragraphs 46.b and 47.b.

46.b
47.b

99.4 Recording a Partial Pooling
Q.

How is a partial-pooling under the "grandfather clause"
recorded?

A.

When a company does not meet the criteria described
in paragraphs 46-48 but has a minority or exactly 50%
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interest in another company at October 31, 1970, and
within five years subsequent to that date acquires at
least 90% of the remaining outstanding stock interest,
the company may account for the whole acquisition as
a part-purchase, part-pooling. (It may also be accounted
for as a purchase.) If part-purchase, part-pooling, the
following would occur:
1. Subsequent to acquisition of the majority interest, the
income statement of the "acquired company" would
be combined with that of the acquiring company for
all periods presented back to the date the minority
position was initiated. For the pooled portion of the
acquisition, prior to the date the minority position
was acquired, the combined corporation would carry
forward the same percentage of retained earnings of
the "acquired company" as the percentage of the
majority interest acquired for voting common stock.
Thus, the income statements and retained earnings
of the combined company would include all the earnings of the acquired company except that portion
prior to the purchase date which is applicable to the
shares purchased.
2. Any excess of cost over underlying equity of the
original minority interest at the time it was acquired
would be assigned to the net identifiable assets of
the entire "acquired entity" up to 100% of their fair
values at the date the majority interest is acquired.
If 100% of fair values is greater than the excess of
cost over underlying equity of the original minority
holding, the excess should be prorated based on
current fair values.
3. The combined income statement may include a deduction for amortization of the goodwill, if any, applicable to the original minority interest, if the
combined corporation so elects. (Optional treatment
is permitted for goodwill created prior to the effective date of the opinion.) Such amortization, if elected,
may commence only as of the date the remaining
majority stock interest is acquired and may extend
over a period no longer than 40 years from the date
the minority interest was obtained. In addition, the
combined income statement must include a deduction
for depreciation, amortization or other expiration
of the excess values assigned to net assets as described in (2) above. Such deduction should commence
as of the date the remaining majority interest is
acquired.

6.17 Intangible Assets
Q.
3/31/72

(J of A, 4/71) APB Opinion 17 requires that intangible

assets acquired after October 31, 1970 be amortized
over a period not exceeding forty years. Does this
Opinion encourage the capitalization of identifiable
internally developed intangible assets which have been
generally charged to expense in the past?
A.

APB Opinion 17 does not change present accounting
practice for intangible assets in any way except to require that intangible assets acquired after October 31,
1970 be amortized. Paragraph 6 notes that the costs
of some identifiable intangible assets are now capitalized as deferred assets by some companies while
other companies record the costs as expenses when
incurred. This paragraph also specifies that the question of whether the costs of identifiable internally
developed intangible assets are to be capitalized or
charged to expense is not covered by the Opinion.
Therefore, the Opinion does not encourage capitalizing
the costs of a large initial advertising campaign for a
new product or capitalizing the costs of training new
employees.

24.17 Combining Goodwill and Negative Goodwill
Q.
91

May "goodwill" and "negative goodwill" in the same
balance sheet be combined and amortized on a composite
basis? (Assume that both do not arise in the same
acquisition).

A.

No. Goodwill is an intangible asset which should be
classified and amortized in accordance with Opinion 17.
Conversely, "negative goodwill" represents a deferred
credit as required by Opinion 16. An asset should not
be reduced by an unrelated deferred credit.

27.17 Presentation of Goodwill Amortization
Q.

How should the amortization of goodwill be shown in the
income statement?

A.

The amortization of goodwill is always an ordinary
expense; it should not be shown as an extraordinary
item except where changed circumstances require a
premature write-off.
Ordinarily, the regular amortization of goodwill will be
shown as a separate element of expense in the earnings
statement if the amount is material or the amount should
be disclosed in a note to financial statements.
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35.17 Encouragement of "Old" Goodwill Amortization
Q.

The amortization of goodwill existing at the effective
date of the Opinion is optional. What is our Firm position regarding such pre-existing goodwill?

A.

We believe it is the client's prerogative to determine
how he wishes to treat this goodwill, and we will point
out that the Opinion encourages prospective amortization of pre-existing goodwill. Disclosure will, of course,
be a problem for those companies who have goodwill
resulting from transactions both before and after the
effective date of the Opinion, where part is amortized
and part is not.
We should always be alert for conditions which would
indicate that previously existing goodwill is experiencing some diminution in value, as this would require a
write-off or adjustment under either old or new practices.
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